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Apportionment of Taxes Under 
Consolidated Returns 


By JoseEPH D. PEELER* 


in the “Revenue Act of 1928,” as passed by the 

House, are several which relate to consolidated 
returns of corporations. Under Section 141, such re- 
turns would be permissible for the taxable years 1927 
and 1928, but not thereafter. Sec- 
tions 141 (f) and 501 provide for 
the suspension of the statute of limi- 
tations for assessment and collection 
of taxes against affiliated corpora- 
tions under certain conditions. The 
original Committee Bill provided for 
the deduction of “net losses” of 
affiliated corporations by other mem- 
bers of the group in 1929 and sub- 
sequent years, but even this provision 
was voted out by the House. These 
changes are of doubtful merit and 
undoubtedly will meet determined 
opposition before the Senate. It 
would seem appropriate at this time 
to consider some of the attributes 
and results of consolidated returns 
under the Revenue Act of 1926 and 
prior acts, in order that the effect of 
these proposed changes in the law 
may be better understood. 


A ‘inthe the changes in the existing law proposed 


The first excess profits tax law, 
that of 1917, contained no provisions 
regarding consolidated returns. However, the Com- 
missioner of Internal Revenue determined that such 
returns were necessary in many cases to prevent in- 
justice both to the taxpayer and to the Government, 
and so provided in Articles 77 and 78, Regulations 41 
(T. D. 2662), but only for purposes of the excess 
profits tax. While the Department deserves com- 
mendation for filling in the gap left by Congress in 
what was really a hasty, experimental piece of legis- 
lation, it is doubtful whether these regulations regard- 
ing consolidated returns were within the Commis- 
sioner’s authority under the Revenue Act of 1917. 
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However, by the time the 1917 excess profits tax 
returns were being checked by the Department and 
corporations, of whom consolidated returns were re- 
quired over their protest, were raising the question of 
validity, Congress added Section 1331 to the Revenue 
Act of 1921, expressly providing for 
consolidated returns under the Rev- 
enue Act of 1917, setting out the 
terms of affiliation at some length. 
As these provisions differed some- 
what from the Department’s ruling, 
Regulations 41 were amended by 
T. D. 3389 to reflect retroactively 
the new features of Section 1331. 


The Revenue Act of 1918, which 
also provided for profits taxes at 
high rates, contained the first legis- 
lative provision for consolidated re- 
turns in the Federal tax system. 
Unlike the regulations and (subse- 
quent) law governing affiliations for 
the year 1917, Section 240 of the 
1918 Act contained no requirement 
of inter-company transactions dis- 
torting income and capital, nor that 
the companies be engaged in the same 
or a related business, but based 
affiliation entirely upon the owner- 
ship or control of the stock of the 
various corporations. Furthermore, under the 1918 
Act, consolidated returns were required for the deter- 
mination of income taxes as well as of the profits 
taxes, and no partnership or foreign corporations could 
join in a consolidated return. 

When Congress eliminated the profits tax in the 
Revenue Act of 1921, thereby removing graduated 
rates and invested capital from corporate taxation, the 
importance of consolidated returns, from the stand- 
point of both the taxpayer and the Government, was 
considerably reduced. Consequently, that Act gave an 
option to affiliated corporations to file separate returns 
or to continue the practice strictly required under the 
1918 Act of filing a consolidated return for each eco- 








nomic group of corporations. The definition of “affilia- 
tion” remained the same as in the 1918 Act. 

The Revenue Act of 1924 went a step further and, 
eliminating entirely the question of controlled stock, 
required a minimum of 95 per cent ownership of the 
voting stock by the parent corporation or by the same 
interests, before corporations could elect to file a con- 
solidated return. (On the question of “election,” see 
S. M. 2683, IV-1 C. B. 238 and G. C. M. 1808, 
VI-29-3311). Substantially the same conditions are 
prescribed in the 1926 Act. As comparatively few 
economic groups can meet these requirements today, 
it seems likely that a phase of our Federal tax system 
which at times has occupied the attention of a large 
and important section of the Income Tax Unit is prac- 
tically at an end, irrespective of whether or not the 
Revenue Act of 1928 abolishes entirely the filing of 
consolidated returns. 

However, there are still pending before the Bureau 
of Internal Revenue, the Board of Tax Appeals and 
the courts, a number of very important questions re- 
garding consolidated returns under the prior revenue 
acts. As many other companies with “closed” cases 
have not yet been barred of the right to obtain the 
refund of taxes overpaid in past years, the subject 
still commands considerable interest among the corpo- 
rations of the country. Many of these questions relate 
to the tax effects of consolidated returns upon the 
various affiliated corporations. A number of recent 
Board decisions illustrate the problems which the Com- 
missioner is facing under the present and earlier Acts 
and explain why the Department is anxious to have 
Section 501 of the proposed Revenue Act of 1928 
become the law of the land; most of these problems 
rest ultimately upon the taxable status of each corpo- 
ration joining in a consolidated return, particularly 
with reference to apportionment of the tax. 


Apportionment—in General 


—— 240 (a), Revenue Act of 1918, provided 
that: 


In any case in which a tax is assessed upon the basis of a 
consolidated return, the total tax shall be computed in the first 
instance as a unit and shall then be assessed upon the respective 
affiliated corporations in such proportion as may be agreed upon 
among them, or, in the absence of such agreement, then on the 


basis of the net income properly assignable to each. (Our 
italics.) 


A similar provision is contained in each of the 
subsequent revenue acts, but Section 1331 of the Rev- 
enue Act of 1921, governing consolidated returns for 
the year 1917, merely provided that “Title II of the 
Revenue Act of 1917 shall be construed to impose 
the taxes mentioned therein on the basis of consoli- 
dated returns.” However, Article 78, Regulations 41, 
as amended by T. D. 3389, contained a provision that 
the excess profits taxes should be assessed to the 
members of the group “as may be agreed among them,” 
or, in the absence of such agreement, “in accordance 
with net income and invested capital properly assign- 
able” to each. (See also L. O. 1083, I-1 C. B. 295 
and S. M. 1549, III-1 C. B. 301, regarding apportion- 
ment of 1917 taxes among the members of the affiliated 
group. ) 

Under the affiliation provisions of the Revenue Act 
of 1918 and succeeding acts, the consolidated return 
is merely a device for determining the taxes assessable 
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to each of the constituent corporations and no authority 
is given the Commissioner to treat the affiliated com- 
panies as a single taxpaying unit, or as a group for 
any other purposes. It is expressly provided that the 
total taxes shall be assessed upon the respective com- 
panies “in such proportions as may be agreed upon 
among them, or in the absence of any such agreement, 
then on the basis of. the net income assignable to each.” 
The Commissioner must strictly adhere to such agree- 
ment, no matter how arbitrary it may seem; except, 
perhaps, where there is an attempt to allocate the taxes 
to bankrupt corporations included in the return so as 
to defeat the purpose of the law. 


In United States v. Whyel, 19 Fed. (2d) 260, where 
a question was raised as to the constitutionality of the 
affiliation provisions of Section 240, Revenue Act of 
1918, the court made the following comments: 

Again, it is claimed that it is not within the power of Con- 
gress to impose a tax on one taxpayer computed upon another 
taxpayer’s income. It will be observed that in this suit, the 
total tax is computed as a unit, based upon the total net income 
of the affiliated corporations; then the assessments are made 
against the respective corporations in such proportions as they 
may agree upon, or in the absence of such agreement, on the 
basis of the net income properly assignable to each. Where 
unity of control between corporations actually exists, Congress 
certainly has power to enact legislation to prevent manipulating 
or shifting profits in order to avoid taxation. There would 
seem to be no question of the right of Congress to tax net 
incomes. There is no question of the right of two or more 
corporations to become affiliated, and where such relations are 
voluntarily assumed by the companies, there would appear to 
be no valid objection to the application of the statute, as the 
total tax is computed as a unit. The authority to distribute the 
tax equitably is vested in the corporations themselves, and it ts 
by no means apparent that any hardship or injustice can result 
from such an arrangement. If I were in doubt upon this sub- 
ject, it would be the Court’s duty to hold the Act constitutional. 
The objection as to the constitutionality of the Section in 
question cannot be sustained. (Our italics.) 


Recognizing the provisions of Section 240, the Com- 
missioner ruled, in Article 632, Regulations 45, that 
the parent or principal corporation should file the con- 
solidated return on Form 1120, and that each of the 
other affiliated corporations should file information 
returns on Form 1122. The Form 1122 supplied for 
the 1918 returns required each subsidiary to state the 
aniount of income and profits taxes apportioned to it. 


The Commissioner soon was confronted with various 
administrative difficulties attending the assessment and 
collection of taxes from various affiliated companies 
where apportioned among them by agreement and, be- 
fore the 1919 returns were due, Form 1122 was revised 
to include the following provisions: 

In case of all consolidated returns, the Department pre- 
fers that the total tax assessed against the affiliated group be 
paid by the parent or principal reporting company, instead of 
being apportioned among the affiliated companies. 

If apportionment is made state the amount of income and 
profits tax for the taxable year to be assessed against the sub- 
sidiary or affiliated company making this return, * * * 


This was obviously an attempt to limit the effect 
of the statutory provision for allocation and probably 
most of the affiliated groups followed the Commis- 
sioner’s stated preference and allocated all the tax to 
the parent company. In actual practice the Depart- 
ment auditors frequently ignored the inter-company 
agreements and the allocation of the taxes on Forms 
1122 and assessed both the original and any additional 
taxes entirely against the parent or principal company. 
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Credits and Refunds 

Where by agreement all the original taxes are allo- 
cated to one company, the other companies may run 
into difficulties in claiming credits or refunds. Thus, 
in I, T. 1877, II-2 C. B. 212, where a subsequent 
change of ownership of a subsidiary company had 
made the question material, the Department held that, 
no taxes for the year 1919 having been assessed to 
or paid by the subsidiary, it was not entitled to any 
part of the refund reflected by an audit of the con- 
solidated return, with the following explanation : 

It becomes necessary to consider whether an agreement made 
by the affiliated companies as to the apportionment of the tax 
under Section 240 may be disregarded and the basis of appor- 
tionment changed thereafter upon application by the companies, 
and whether the Department may legally consider the former 
subsidiary as a taxpayer by reason of the fact that it reim- 
bursed the parent company both years for taxes paid the Gov- 
ernment on behalf of the subsidiary. This office is of opinion 
that where taxpayers have made an agreement as to the appor- 
tionment of tax under Section 240, such apportionment must 
be adhered to by the Department in adjusting the tax liability 
thereafter of any of the affiliated companies, and recognition 
may not be given any attempts to change their original agree- 
ment. 

The above-quoted statement is, however, utterly in- 
consistent with the Department’s treatment of the 1918 
consolidated taxes of the same corporations, as set 
out in the above ruling. On both the consolidated 
return and the information return of the subsidiary for 
1918, the total taxes were apportioned among them, 
yet the Bureau ignored the apportionment and assessed 
the entire original tax against the parent company 
which in turn received reimbursement from the sub- 
sidiary. Notwithstanding these facts, the Department 
refused to allow a reapportionment of the 1918 taxes 
and a refund to the subsidiary, holding that it was 
without authority to change the apportionment after 
affiliation had ceased. 


In S. M. 1627, III-2 C. B. 316, the Commissioner 
went further and held that the entire amount of ad- 
ditional tax due upon a consolidated return was prop- 
erly assessed against and collected from the parent 
company despite an apportionment agreement duly re- 
ported on Forms 1120 and the fact that two of the 
subsidiaries had passed from under the control of the 
parent company before the additional assessment was 
made. The Solicitor also ruled that any refunds found 
due should be paid to the parent company, even though 
most of the original tax had been apportioned by agree- 
ment to one of the subsidiaries which had subsequently 
passed out of the group. This ruling proceeds on the 
theory that the actual assessment and payment governs, 
even though made contrary to the apportionment agree- 
ment and, consequently, contrary to the provisions of 
the law. 

It is difficult to reconcile the above ruling wtih L. O. 
1113, III-2 C. B. 36, where the following rule was laid 
down in a case involving a rather novel and involved 
situation : 

The difference between the amount of tax assignable to any 
one corporation upon the basis of its net income before applying 
the net loss and the amount of tax assignable upon the basis 
of its net income after applying the net loss will equal the 
amount of the refund to which that corporation is entitled. 
This rule for determining the amount of refund should be ap- 
plied irrespective of whether the tax as originally computed 
prior to applying the net losses was assessed upon the respec- 
tive affiliated corporations in such proportions as was agreed 


upon among them or on the basis of the net income properly 
assignable to each. (Our italics.) 
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Furthermore in G. C. M. 2189, VI-36-3414, the 
General Counsel ruled that “the fact that the taxes 
of one member of a consolidated group have been 
settled upon an erroneous separate basis under a de- 
termination and assessment, as provided in Section 
1312 of the Revenue Act of 1921” did not preclude 
the Department from collecting additional taxes appor- 
tioned to the other affiliated corporations on the basis 
prescribed in Section 240, Revenue Act of 1918. 

Judging from the published rulings set forth above, 
the Commissioner has decided each case involving ap- 
portionment of taxes among affiliated corporations on 
the basis of the particular situation, without follow- 
ing any definite theory or ruling and with the result of 
inconsistency. Needless to say, a number of these cases 
have been appealed to the Tax Board, which has 
adopted the consistent policy of following the exact 
provisions of the law, irrespective of the results in any 
particular case. 

In an early decision, Appeal of Mather Paper Co., 
3 B. T. A. 1, the Board set forth its analysis of Sec- 
tion 240 (a) and the principles which should govern 
aH questions of apportionment of the consolidated tax 
among the affiliated corporations. In that case a num- 
ber of corporations had filed a consolidated return for 
the year 1920, the parent company obtaining checks 
from the various companies, including the petitioner, 
and paying all of the tax with its own check. Re- 
turns on Form 1122 were filed by the other companies, 
almost in blank, no particular amount being shown 
as apportioned to any particular corporation. Later 
the Commissioner held that the petitioner was not 
properly included in the affiliated group and proposed 
a deficiency which made no allowance or credit for 
any part of the tax paid by the group under the orig- 
inal consolidated return. In. reversing the Commis- 
sioner’s action, the Board used the following rea- 
soning : hii 

There is nothing in the evidence before us which indicates 
that the taxpayer corporations participating in the consolidated 
return for the year 1920 ever agreed to the assumption of the 
tax by the Shuttleworth Co. On the contrary, it is clearly in 
evidence that that tax was paid through the Shuttleworth Co. 
and that the subsidiaries furnished the funds from which pay- 
ment was made. The Commissioner was never advised of any 
agreement among the companies that he should look to the 
Shuttleworth Co. solely for the amount of tax, and, im the 
absence of any such agreement, it was his duty to assess the tax 
among the companies in the proportion shown on the consolt- 
dated return of their respective net incomes to the total net 
income thereon, ignoring, for that purpose, mmus quantities. 
This, apparently, he did not do, but instead he assessed the 
entire tax to the Shuttleworth Co., a mere ministerial error on 
the part of the collector, subject to correction at any time. 
In our opinion the assessment against the several companies 
should be corrected to conform to the above-quoted provision 
of Section 240 (a). 

Under the provisions of Section 273 of the Revenue Act of 
1924 it is the duty of the Commissioner to determine the de- 
ficiency upon the basis of the correct amount of tax, less the 
amount of tax shown by the taxpayer on his return, with other 
adjustments not here in issue. Upon its return, this taxpayer, 
through the medium of the Shuttleworth Co., indicated an 
amount of tax shown to be due in the proportion of the net 
income returned by the taxpayer in the consolidated return to 
the total net income, exclusive of minus quantities. This 
amount the Commissioner has not credited in connection with 
the computation of the deficiency here in question. It should 
as in the determination of this deficiency. (Our 
italics. 

The Commissioner first refused to acquiesce in the 
Mather decision (V-1 C. B. 7) but later, after the 
Board had again reversed the Department in Appeal 
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of George A. Fink, 5 B. T. A. 76, the Commissioner 
announced his acquiescence in both decisions. VI-1 
C. B. 1; VI-37-3419. In Cincinnati Mining Co. v. 
Commissioner, 8 B. T. A: 79, the Board went still fur- 
ther and held that lack of sufficient data on the returns 
did not justify the Commissioner in assessing the entire 
tax against the parent company; and that the burden 
rested upon the Commissioner to obtain the informa- 
tion necessary for making the statutory apportion- 
ment. In Wallace State Bank and Wallace Live Stock 
Loan Co. v. Commissioner, 6 B. T. A. 709, the Board 
refused to consider an apportionment agreement be- 
tween affiliated corporations which was entered into 
after the petitions had been filed and held that the 
deficiency must be apportioned in accordance with the 
respective net incomes even though a barred refund 
was thus indicated to one of the companies. 

In West Va. Rail Co. v. Jewett-Bigelow Coal Co., 
U. S. Dist. Ct., E. D., Ky., Feb. 23, 1928, the court 
refused to allow the Government to credit a refund 
due the parent company on a consolidated return against 
the deficiency due by one of its subsidiaries. 

These decisions would appear to be sound. Under 
Section 240, each company on the consolidated return 
is a separate and distinct taxpayer and its accounts 
should be kept separately by the collector. In the ab- 
sence of an agreement to the contrary, the taxes must 
be assessed and collected in the same proportions as the 
respective net incomes. The Commissioner has full 
power and authority to obtain all the necessary data 
and if the companies have not notified him of such an 
agreement, it is only fair that he should do so. This 
is particularly true with respect to additional taxes, 
for the companies might not know what information 
to furnish until the audit was complete. As a matter 
of fact, the elaborate system of field audits adopted 
by the Department leaves no excuse for lack of in- 
formation with regard to apportionment. 

The taxes shown on the consolidated return should 
be assessed to the respective companies on the basis 
of net income, in the absence of notification to the 
contrary. Likewise, when payment is made, credit 
should be given to each corporation for its share, even 
though for sake of convenience a single check of the 
parent company is given to pay for all the various 
assessments. It is not at all unusual for an agent 
to pay taxes for another and, as long as the agency 
clearly appears, the payment should be credited to the 
principal’s account. To hold otherwise would permit 
the Commissioner to use his own error as a sword to 
collect the taxes of one taxpayer from another, with- 
out any sanction of law. 

Statute of Limitations 

Where the taxpayer is attempting to obtain a refund 
or credit of taxes paid for it by the parent company, 
the Commissioner’s position of passive resistance has 
peculiar strength. But when he proposes to assess or 
collect additional taxes, the situation is executory and 
he must follow strictly the path prescribed by Con- 
gress—a path which may be lined with the thorns of 
statutory limitations. 

For example, let us assume that the A and B com- 
panies filed a consolidated return for the calendar 
year 1918, showing equal amounts of income for each, 
and that the subsidiary, B Company, filed a return 
on Form 1122 apportioning half of the total tax to it, 
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on the basis of its net income. The Commissioner 
ignores this apportionment on his records and as- 
sesses and collects from the parent, A Company, the 
entire amount of the tax shown on the consolidated 
return. In February, 1924, before the statutory period 
has run, the Commissioner demands and receives a 
waiver duly executed by A Company in which no 
mention is made of B Company. After the five year 
period has run, he proposes a deficiency to A Com- 
pany based largely on an increase of B Company’s 
net income. It seems clear that any part of the defi- 
ciency properly allocable to B Company could not be 
legally assessed or collected. As A and B are separate 
corporate entities and separate taxpayers, the Com- 
missioner has no right to assess or collect from the 
one any tax legally due from the other. Accordingly, 
he can legally assess to A Company only such part 
of the deficiency as is proportionate to its share of the 
adjusted net income. 

As regards B Company the statutory period of 
limitations on both assessment and collection can be 
successfully pleaded unless a waiver given by A, the 
parent company, may be construed to constitute also a 
legal waiver for B, the subsidiary company. In the 
illustration given, the simple answer is, of course, that 
the waiver did not even purport to cover B Company 
and that the statutory provisions regarding waivers 
all require that “both the Commissioner and the tax- 
payer have consented in writing” to the later assess- 
ment. Since B Company has never “‘consented in writ- 
ing” either directly or by agent, the statutory 
limitation is not suspended as to it through the waiver 
signed by A Company. 

Where, however, the waiver executed by A Com- 
pany expressly purported to cover B Company, the 
question is primarily one of agency. If A Company 
were the sole owner of the stock of B Company, or 
if it was legally authorized to act in such matters, the 
waiver might be held effective as to B Company; 
but if no such express authority were given to A Com- 
pany and if adverse or minority interests were in- 
volved, as where the ownership of B Company has 
changed, it would be extremely difficult for the Com- 
missioner to work out any “consent in writing” by the 
B Company. In an analogous case, Bamberg Cotton 
Mills Co., Dissolved, by Santee Mills, v. Commissioner, 
8 B. T. A. 1236, the Board held that a waiver ex- 
ecuted for a dissolved corporation by its successor 
corporation was insufficient to toll the statute of limita- 
tions, because not signed by the legal trustee of the 
former, even though the successor corporation had as- 
sumed all its assets and liabilities. Applying the same 
principle to affiliated groups, a waiver would not be 
valid as to any corporation unless executed by its 
proper officers. However, the doctrine of estoppel 
might be applied where a waiver was executed by the 
sole stockholder of the taxpayer. 

Appeals to the Tax Board 

A similar question may arise where, within the 
statutory period of limitations, the Commissioner is- 
sues a deficiency letter addressed only to the parent 
company but covering the entire deficiency owed by 
the group. As to the deficiency owed by such com- 
pany, of course, the statute would be tolled during the 
period of appeal, but what is the effect on the portion 
of the deficiency properly apportionable to the various 
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other companies? Section 277(b) of the Revenue Act 
of 1926 provides that: 

The running of the statute of limitations provided in this 
section or in Section 278 on the making of assessments and the 
beginning of distraint or a proceeding in court for collection, 
in respect of any deficiency, shall (after the mailing of a 
nolice under subdivision (a) of Section 274) be suspended for 
the period during which the Commissioner is prohibited from 
making the assessment or beginning distraint or a proceeding 
in court and for 60 days thereafter. (Our italics.) 

It will be noted from the above that the suspension 
does not begin until “the notice” has been mailed. 
Subdivision (a) of Section 274 provides in part as 
follows: 

If in the case of any taxpayer, the Commissioner determines 
that there is a deficiency in respect of the tax imposed by this 
title, the Commissioner is authorized to send notice of such 
deficiency to the taxpayer by registered mail. * * * (Our 
italics. ) 

In view of the express provisions of Section 240(a) 
it seems clear, in the absence of any agreement to the 
contrary, that each of the affiliated companies which 
had taxable net income is a taxpayer and that a pro- 
portionate part of the deficiency should be assessed 
against each corporation, depending upon its revised net 
income. See also L. O. 1113, III-2 C. B. 36. Accord- 
ingly a deficiency notice should, under the provisions 
of Section 274 (a), be mailed to each company on a 
consolidated return for its proper portion of the pro- 
posed deficiency, in the same manner and in the same 
proportion that it should eventually be assessed and 
collected. It would seem to follow that mailing a 
deficiency notice to the parent company only is not a 
legal notice to the subsidiary corporations and hence 
would not operate to suspend the statute of limitations 
as to taxes due from them. 

Perhaps the soundest test for determining whether 
a deficiency letter should suspend the statute of limi- 
tations as to any particular company is that of the 
Board’s jurisdiction over an appeal filed by such com- 
pany from the deficiency letter in question. If the 
Board could assume jurisdiction the statute should be 
suspended ; otherwise, not. In this connection a num- 
ber of Board decisions are in point. 

In Appeal of M.C.S. Holding Co., et al., 7 B. T. A. 
216, the Board held that it could not determine the 
tax liability of corporations erroneously excluded by 
the Commissioner from the affiliated group against 
which the deficiency was proposed, even though such 
corporations made personal appearance. See also 
Appeal of William C. Shanley, 7 B. T. A..521; Bisso 
Ferry Co. v. Cominissioner, 8 B. T. A. 1104. 

In Caughey-Jossman Co. v. Commissioner, 8 B. T. 
A. 201, the Commissioner inadvertently sent a. de- 
ficiency letter to an affiliated corporation entitled to 
an oOverassessment and proposed the overassessment 
to the corporation from which the deficiency was due. 
Upon appeal by the corporation to which the deficiency 
notice was sent, the Board refused to assume juris- 
diction over the other corporation at its request, hold- 

ing that it was not a party even though the phrase “a 
consolidation” was inserted in the petition after the 
name of the petitioner; that the Commissioner must 
first mail a deficiency notice to it. See also Cincinnati 
Mining Co. v. Commissioner, 8 B. T. A. 79. 

From the above decisions it seems clear that the 
Board would not assume jurisdiction over affiliated 
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corporations to whom no deficiency letter had been 
issued, and that deficiency notices mailed to one 
affiliated corporation, even though the parent company, 
does not confer jurisdiction over the others. Accord- 
ingly, such a notice of deficiency would not suspend 
the statute as to any corporations except the one to 
which it was addressed, even though such other cor- 
porations filed a petition with the Board. 


The revenue acts do not make the affiliated corpo- 
rations jointly liable for the total taxes determined on 
a consolidated return, but severally for their propor- 
tionate shares, in the absence of an express agreement 
to the contrary. Consequently, the Commissioner has 
no legal right to collect all the additional tax from a 
single company without its consent and thus force it 
to seek reimbursement from the others, which may 
become insolvent or dissolved. Furthermore, in such 
suit for reimbursement, the other corporations might 
raise new questions or defences; the decision of the 
Board would not be considered res adjudicata where 
the subsidiaries were not parties to the proceeding 
before it and have not had their day in court. 


If a single deficiency letter were addressed jointly 
to all the affiliated corporations by names and at the 
proper address, it might be considered a_ legal 
“notice” to each, even though the amounts apportion- 
able to each were not set out separately in the Com- 
missioner’s letter. Difficulties would arise in cases 
where the companies have no common office or where 
some of them were no longer affiliated at the time the 
letter was issued. In such cases the test of actual 
notice might well be applied. It would appear, how- 
ever, more strictly in compliance with the terms and 
spirit of the law for the Commissioner to obviate such 
difficulties by issuing a separate deficiency letter to 
each corporation in an affiliated group where there is 
no agreement among them that all the taxes should 
be assessed against and paid by a particular company. 
In no other way can he be certain that each company 
will receive actual notice. Furthermore, one of the 
important issues which may arise is the amount of 
deficiency apportionable to each company. How could 
a particular company, now out of the economic group, 
determine in advance what portion of the deficiency 
will be assessed against it if the “notice” merely names 
a gross deficiency for all the companies, without appor- 
tionment? How could the Board properly determine 
a single deficiency for a number of separate tax- 
payers without an apportionment; and, if it did, what 
remedy would lie to a now-detached corporation in 
case the Commissioner undertook to assess and collect 
from it all or a disproportionate part of the deficiency 
determined for the entire group? 

Furthermore, some of the corporations might wish 
to contest the propriety of affiliation in which case 
separate appeals would have to be filed. As to each 
petitioner the Board would have to determine the 
question on the facts before it and such adjudication 
would not be binding on another corporation not a 
party thereto, which could introduce sufficient evi- 
dence to prove its case. This difficulty could be over- 
come by a joint hearing, if all the corporations had 
received deficiency notices and had filed appeals; but 
not otherwise, for the Board has not the right, in its 

(Continued on page 155) 





Residence and Domicile in Connection 
with State Income Taxes 


‘ By K. K. KENNAN* 


and domicile as affecting Federal taxation was 

briefly summarized. A somewhat different prob- 
lem arises in the administration of the State income tax 
laws. In this latter field considerable divergence of 
opinion has resulted, and it is therefore difficult to lay 
down hard and fast rules which can be applied in all 
cases. In the numerous complex situations which can 
arise in reference to residence and domicile, the courts 
seem to have reserved to themselves the right to decide 
each case in accordance with its peculiar circumstances 
rather than with reference to the gen- 
eral rules which are supposed to gov- 
ern these subjects. The distinction 
between residence and domicile is 
often overlooked and there would 
seem to be a perceptible tendency to 
construe the word “residence” in such 
a way to sustain the tax if, by any 
possibility, it can be done. 

When a state sets out to tax in- 
comes, the matter of domicile is often 
of secondary importance. The chief 
and immediate question is, has the 
person or corporation derived income 
from property owned or business 
transacted in the state and if so, upon 
what basis shall the actual or con- 
structive profits be determined? We 
speak of constructive profits because 
under the peculiar provisions of the 
Wisconsin income tax law a person or 
a corporation domiciled or residing in 
another state may be called upon to 
pay a considerable income tax, al- 
though no income has been derived from the business 
transacted or property owned in Wisconsin. 


The writer recalls the instance of a very large manu- 
facturing concern in Chicago which established a branch 
factory in Milwaukee. The branch factory was oper- 
ated for a couple of years at a considerable loss, but 
in spite of that fact the Chicago company was required 
to pay a very substantial sum as income tax. This 
resulted from the apportionment provisions of the Wis- 
consin law as to business transacted partly within and 
partly without the state. The law at that time pro- 
vided that the amount of taxable income should be 
determined by taking such a proportion of the total 
profits of the corporation for the taxable year as the 
business transacted and property owned in Wisconsin 
bore to the total business transacted and property owned 
everywhere. The rather anomalous result was that a 


ie A PREVIOUS article the subject of residence 








*Of the Milwaukee Bar; sometime Tax Commissioner and 
= mh of Income Tax in Wisconsin: Author of Income Taa- 
ion, etc. 


1It should be mentioned that this rule, while not entirely 
abrogated. has been much modified and broad powers are given 
to the Tax Commission in allocating the amount of income which 
ogy be taxed in Wisconsin. See Laws of 1927, Chap. 539, 
ec. 8. 
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corporation having its headquarters and principal estab- 
lishment in Chicago was required to pay an income tax 
in Wisconsin on a portion of its profits wholly earned 
in other states. 

Another peculiar case was that of the Ringling 
Brothers, of circus fame, who protested against pay- 
ing the State income tax upon the ground that they had 
never given a performance in Wisconsin and had not 
received a dollar of income from any source in that 
state. They further represented that they paid out 
about $200,000.00 each year in Wisconsin for wintering 
their establishment at their old home 
in Baraboo. The answer to this pro- 
test was, “For purposes of taxation 
every person and corporation must 
have a residence or domicile some- 
where and if your residence is not at 
Baraboo, where is it?’ Not being 
able to show any domicile elsewhere, 
they had to submit to the tax. Inci- 
dentally, it may be observed that the 
statement that “every person must 
have a domicile somewhere and no 
person can have more than one domi- 
cile at the same time” is not usually 
based upon any legal enactment, but is 
simply a sort of axiom that has found 
general acceptance. 

The decisions and rulings which 
have arisen under state income laws 
are quite too numerous to admit of a 
complete review in this article; but a 
reference to a few of the more inter- 
esting and notable cases may not be 
out of place. It will be seen that they 
relate largely to the rights and duties of nonresidents, 
change of domicile, and double or multiple resi- 
dence. While the cases cited do not all have direct 
reference to state income tax laws, they are all such 
as are likely to arise in the administration of such 
laws. 


Nonresidents 


A nonresident has been defined as “any person 
who is not a resident’, but this throws us back upon 
the definition of “resident”, which is a word of very 
flexible and variable meaning. The New York in- 
come tax law first defined it as any person who, at 
any time between the beginning of the taxable year 
and the last day for filing a return, was domiciled 
within the state. That provision having been de- 
clared invalid, it was changed to apply to any person 
domiciled in the state of New York and any other 
person who maintains a permanent place of abode 
within the state and spends in the aggregate more 
than seven months of the taxable year within the 
state.’ 

Under the Wisconsin law it was formerly pro- 
vided that a nonresident should be taxable on all 
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income from property located and business trans- 
acted within the state, but not on income derived 
from personal services or certain intangible personal 
property. The new law of this year, however, 
adopts substantially the same provision as to non- 
residents as that contained in the New York Law. 
In construing the New York provision the Court 
of Appeals held that the tax was not one upon the 
privilege of carrying on business within the state 
but simply a tax upon business done by a nonresi- 
dent and no greater in any respect than the tax 
imposed upon the conduct of such a business by a 
resident.® 

Under this provision the New York Comptroller has 
held as to railroad employees that where the wages of 
such employees are based on mileage the most prac- 
ticable way to fix a basis for determining the taxable in- 
come of such employees is to allocate the earnings in 
that proportion of the total amount received which the 
mileage within the state bears to the total mileage from 
which the wages are computed.‘ 


In a case which arose in Wisconsin under the earlier 
definition of “resident,” a teacher, who came to this 
state from a neighboring state and taught through the 
school year, was held not to be liable to the income tax 
so long as she disclaimed any intention of becoming a 
permanetit resident. Under the new rule she would be 
liable to the tax. It was also held that a woman who 
had resided in Wisconsin for twenty years was taxable 
although she claimed to be a citizen of Canada.*® 


Under the Wisconsin law as originally. adopted no 
exemptions were allowed to nonresidents, but an amend- 
ment was passed in 1919 placing residents and nonresi- 
dents on the same basis in this respect. 


As to nonresident aliens, it has been held, in connec- 
tion with the Federal income tax, that if a nonresident 
alien tax payer becomes a citizen or resident of the 
United States during the taxable year he is taxable on 
his entire income for the full year.’ 


A resident alien with children abroad is not thereby 
entitled to credit as the head of a family.* In general, 
a nonresident alien is subject to taxation only upon in- 
come derived from sources within the United States.° 


Absence from the state does not make one a nonresi- 
dent until a permanent domicile is acquired elsewhere. 
Thus, when a resident of Wisconsin left for China in 
1915 to engage in Y. W. C. A. work and remained 
there until 1925, it was presumed that there was no in- 
tention to abandon her citizenship and residence in the 
United States and it was held that she would be assessed 


2The somewhat clumsy definition of a “resident” in the New 
York Income Tax Act is as follows: “The word resident applies 
only to natural persons and includes for the purpose of determin- 
ing liability to the tax imposed by this article upon or with refer- 
ence to the income of any taxable year, any person domiciled in 
the State of New York, and any other person who maintains a 
permanent place of abode within the state, and spends in the 
aggregate more than seven months of the taxable year within the 
State. S. 350, 7. In the Wisconsin Law the last sentence con- 
tains the disjunctive “or” in place of “and.” 

8People ex rel. Stafford v. Travis, 231 N. Y. 339; 132 N. E. 109. 
(And see Shaffer v. Carter, 252 U. 8. 37; 40 ~~ Ct. 226; 64 L. 
ed. 445 and Travis v. Yale & Towne Mfg. Co., 252 U. S. 60; 40 
Sup. Ct. 228; 64 L. ed. 460. 

4C. C. H. New York State Tax Service, 1927, p. 3650, 4200.2. 

5Ruling Wis. Tax Com., Wis. St. Jour. Bul., Vol. 4, No. 7. 

6Wis. St. Jour. Bureau of Off. Inf., Vol. 4, No. 2. 

70. D. 786 Cum. Bul. 1919, p. 99. 
8Reg. 62, Art. 302. 
9Act of 1921, Sec. 260. 
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for all income that follows the residence of the - 
recipient.?° 
Change of Domicile 

The difficulties which are met with in connection with 
questions of change of domicile are due not so much to 
any obscurity or uncertainty in the law as to the infinite 
variety of facts and circumstances which have to be 
considered in its application to individual cases. To 
effect a change of domicile there are three essential ele- 
ments which must concur, viz :— 

First. A definite abandonment of the former 
domicile. 


Second. Actual removal to and physical presence in 
the new domicile. 


Third. A bona fide intention to change and to re- 
main in the new domicile permanently or for an indefi- 
nite time. 

It is elementary that the change must be facto et 
animo and the presumption is against the change. 

The Wisconsin law provides that liability to taxation 
for income which follows the residence of the recipient 
in the case of persons who move into or out of the state 
within the year shall be determined for such year by 
the ratio of time which the residence of such taxpayer 
in the state bears to the entire calendar or fiscal year.” 
It would seem that this requirement is somewhat incon- 
sistent with the new provision which makes‘a person a 
resident who has been in the state for seven months. 
For example, if a person came to Wisconsin on the first 
of April and was in the state seven months, he would be 
deemed a resident and apparently be taxable for the full 
year, whereas under the provision just cited his income 
would be pro-rated. This would seem to raise the ques- 
tion whether a person coming into the state and remain- 
ing more than seven months should be taxed for the 
whole year as a “resident” or would be entitled to have 
his income pro-rated. Moreover, the pro-rating plan 
might result in the taxation of considerable portion of 
income wholly earned in another state. Thus, if the 
person had earned $12,000 of income in New York 
which was subject to income tax there, and removed to 
Wisconsin December first, he would be taxed $1,000 
in the latter state, even though he had not earned any- 
thing in December. Under the New York law, where 
a person changes the status of his residence during the 
year, he is required to make two returns—one as a 
resident and the other as a nonresident. 

In the important case of Frame v. Thormann*?, the 
Wisconsin Court held that a man had a right to change 
his domicile for any reasons satisfactory to himself, 
even though it should be to escape burdensome taxation, 
and that the true test of a change was involved in an 

inquiry as to whether he had in fact removed his home 
to another place with the intention of making it his 
residence permanently or for an indefinite time. In 
that case a person who had been domiciled in New 
Orleans for many years was held to have changed his 
domicile to Wisconsin, although most of his children 
remained in New Orleans and he returned to that city 
for the winter. It was shown that he had made con- 
flicting declarations as to his residence; that he paid 

10(411: 9-17-26) Nelson’s Wis. Tax. Ser. 3926, p. 112a. 


liLaws of 1927, Ch. 539, Sec. 9(2). 
12Frame et al. v. Thormann (1899), 102 Wis. 658. 
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taxes on property in New Orleans; that his son had 
furnished a house in that city for him which he occu- 
pied during the winter; that he died in New Orleans, 
was buried in the family tomb in that city and his estate 
was probated there. The'case was a very close one and 
would perhaps have been decided otherwise in some 
other jurisdictions. 


Conversely, in a case where a man had lived for thir- 
teen years in California but had disposed of his property 
there and come to Monroe, Wisconsin, his old home, 
stating that he intended to live there permanently, he 
was held not to have changed his residence. This de- 
cision seems to have given almost undue weight to 
recitals in a will and a deed executed by the party after 
he had left California. The will gave the residence as 
in California and the deed referred to him as a non- 
resident of Wisconsin. The court conceded that the 
facts shown strongly evidenced not only an intention to 
abandon his residence in California but to establish a 
residence in Wisconsin, and the physical presence in 
Monroe, even though no particular home was estab- 
lished, came very near to fulfilling the requirements for 
a change of domicile.** 


In the latest Wisconsin case bearing on the subject 
it appeared that one Heymann formally notified the 
assessor of the City of Oshkosh that he proposed to 
discontinue his residence in that city and immediately 
establish his residence in Florida. In pursuance of this 
purpose he took measures to dispose of his homestead 
and other property in Oshkosh and went to Fort Myers, 
Florida. He remained there several weeks and then 
visited several other places in Florida. Having con- 
tracted malarial fever he went to Hot Springs, Arkan- 
sas, for a week or two and then returned to Oshkosh 
where he died at the home of his son. He acquired no 
property in Florida and made no provisions for a home 
there. The Court assumed that “while the deceased 
had a legal right to change his domicile for the purpose 
of escaping taxation, the courts will scrutinize the evi- 
dence of change closely to see whether the change was 
actual and bona fide or fictitious.” 1* 


It will be remembered that John D. Rockefeller in 
1884 changed his residence from Cleveland, Ohio, to 
the City of New York, where he established his domi- 
cile. However, he continued to own a home in East 
Cleveland, known as Forest Hill, where he often spent 
his summers. On June 24th, 1913, he came from New 
York to Forest Hill with his family and servants, in- 
tending to return to New York in October. Owing to 
lis wife’s illness, however, he was prevented from 
returning as soon as he had intended, and he was still 
there on “tax listing day” (February 3), and was 
promptly assessed upon tangible and intangible personal 
property to an amount exceeding $311,000,000. The con- 
tention of the taxing authorities was that he had lived 
in Cleveland the greater part of the preceding taxable 
year, and, in the terms of the Ohio law, had not 
“changed his place of abode to a place without the state 
with the bona fide intention of continuing actually to 
abide permanently without this state.” The proposed 
tax was set aside largely on the ground of the evident 
intention in good faith to return to New York, which 





ISWill of Eaton, 18% Wis. 124; 202 N. W. 309. 
14Will of Heymann, 190 Wis. 97. 
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intention would have been carried out but for the seri- 
ous illness of members of his family.*® 


Double Residence 

The difficulties which confront the authorities in en- 
deavoring to fix the domicile of certain persons for in- 
come or inheritance tax purposes are greatly enhanced 
when the person in question is found to have maintained 
several residences. In such cases the courts have shown 
a disposition to favor the original residence unless there 
is strong and convincing evidence of its abandonment 
for another. There is perhaps no better illustration of 
this tendency than the case of Mr. Frick who had sev- 
eral very expensive homes in different localities. His 
domicile for many years was in Pittsburgh, Pa. In 
1905 he leased the famous Vanderbilt House at 51st 
Street and Fifth Avenue in New York City for a term 
of ten years. In 1914 he took possession of another 
mansion situated at 70th Street and Fifth Avenue. For 
a period of about fifteen years he divided his time be- 
tween New York, Pittsburgh, Philadelphia and the vari- 
ous summer and winter resorts which he had acquired. 
The greater part of his time appears to have been spent 
in New York and the proportion of time spent there 
tended to increase from year to year. He always 
stoutly maintained that his true domicile was in Pitts- 
burgh and paid taxes and voted there. Upon his death 
the State Tax Commissioner of New York claimed that 
his residence for estate tax purposes was in New York, 
basing his claim largely upon his long residence in that 
state. The court held, however, that there was no evi- 
dence of an intention to abandon the Pittsburgh resi- 
dence or to acquire a permanent domicile elsewhere.*® 

The mere intention that one residence shall be deemed 
the domicile rather than another, even when such inten- 
tion is supported by certain acts and declarations, is not 
always controlling. This is illustrated by the case of 
David Lydig, a man of large means who, after living 
many years in New York City, which was his domicile 
of origin, acquired (in 1899) an expensive residence in 
Lenox, Mass. From that time forward it was his cus- 
tom to occupy the house in Lenox with his family dur- 
ing the summer months, leaving his New York house in 
charge of a caretaker until he returned to it about the 
first of November. With the evident purpose of estab- 
lishing his legal residence in Lenox, he paid personal 
and poll taxes in that city, caused himself to be reg- 
istered as a voter there and was careful to describe 
himself in his will and a codicil thereto as ‘of Lenox 
in the County of Berkshire, State of Massachusetts.” 
On the other hand he owned valuable real estate in New 
York, was vestryman in a church there and belonged to 
numerous clubs. He made no return under the Massa- 
chusetts income tax law and in making his Federal re- 
turn for 1914, 1915 and 1917 he gave his residence as 
New York. The court held that his domicile was in 
New York as there was no evidence of a definite aban- 
donment of that residence.” 


One of the very few cases in which what might be 
called a summer residence has been held to be the true 
domicile, was that of Hetty Green; but it should be 


(Continued on page 153) 


15Rockefeller v. O’Brien, (1915) 224 Fed. 541. 

16In re Frick’s Est., 190 N. Y. Supp. 262. And see, for a some- 
what similar state of facts, In matter of Barbour’s Est., 185 App. 
Div. 445; 173 N. Y. Supp. 276. 
17Jn re Lydig’s Est., 180 N. Y. Supp. 843. 
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By N. L. McLaren* 


ECTION 203 of the Revenue Act of 1926, which 
S deals with gain or loss from sales and exchanges, 
excludes from the general rule “stock or securi- 
ties” received in certain types of corporate reorganiza- 
tions... The question arises as to whether or not the 
term “securities” embraces corporate notes and if so 
whether or not the notes must have any particular 
form in order to fall within the purview of the section. 
In formulating an answer to this question the first 


‘consideration should be the rules of statutory con- 


struction as laid down in Federal court decisions. 


It is a well settled general rule that a legislative 
act must be interpreted according to the intention of 
the Legislature apparent upon its face, (Knowlton v. 
Moore, 178 U. S. 41, 77; Piacenza v. U. S., 293 Fed. 
164). The plain, obvious and natural meaning of a 
statute is always to be preferred to any curious, nar- 
row, hidden sense that nothing but the exigency of a 
hard case and the ingenuity of an acute and powerful 
intellect would discover. (Lynch v. Alworth-Stephens 
Co., 294 Fed 190). To ascertain the intention of the 
Legislature, the first resort is to the grammatical sense, 
and the natural, ordinary and familiar meaning of the 
words employed. (Treat v. White, 181 U. S. 264; 
U. S. v. Isham, 17 Wall. 496.) It is particularly true 
that terms used in statutes describing objects of taxa- 
tion should be construed according to the popular ac- 
ceptation of the terms they employ rather than by 
refined or strained analogies. (DeGanay v. Lederer, 
250 U. S. 376.) Words having a fixed legal meaning 
are presumed to have been used in such sense (U.S. v. 
Merriam, 263 U. S. 179). Effect should be given, 
if possible, to the entire statute. One part should not 
be allowed to defeat another part, if by any reasonable 
construction the two can stand together. (Blair v. 
Chicago, 201 U. S. 400.) 


However, the distinction between the rules of con- 
struction applicable to language laying the tax and 
language exempting from tax, is important. In respect 
to the former, doubts may be resolved most strongly 
against the Government, while in respect to the latter, 
a more strict construction in favor of the Government 
is called for. (Douglas v. Edwards, 298 Fed. 229.) 
The taxing power should never be presumed to be 
relinquished unless the intention to do so be declared 
in clear and unambiguous terms. (Tennessee v. Whit- 
worth, 117 U. S. 139.) The existence of a well- 
founded or rational doubt is equivalent to a denial of 
a claim to exemption. (Phoenmx Fire Ins. Co. v. 
Tennessee, 161 U. S. 174.) However, this rule is not 
a substitute for all other rules of construction, but is 
merely an element in decision. Consequently, courts 
in construing the exempting clauses of taxing statutes 
are not required to hunt for an escape from an exemp- 
tion, but will, where the attempt to exempt clearly ap- 
pears, give effect to such intent without evasion. 





*Of McLaren, bem and Company, Certified Public Accountants, 
San Francisco, Calif 

iThis provision remains unchanged in the revenue bill 
passed by the House of Representatives. 
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(Buchanan v. Knoxville & O. R. Co., 71 Fed. 324.) 
The rule as to strict construction will not be deviated 
from where it results favorably to the taxpayer (U. S. 
v. Merriam, 263 U. S. 179). The rule of strict con- 
struction referred to is that in tax-levying statutes 
their provisions will not be extended by implication 
beyond the clear import of the language used. (U. S. 
v. Isham, 17 Wall. 504.) With the above rules of 
construction in mind, let us consider their application 
to the present case. 
General Rules of Construction Applicable 

It is probable that the section of the law in question 
would be regarded as an exempting section and conse- 
quently a strict construction in favor of the Govern- 
ment is called for unless the exemption is in clear and 
unambiguous terms which are too plain to be mistaken. 
The legislative history of the Revenue Act of 1926 
fails to throw any light on what Congress had in mind 
in using the word “securities” in question. Further- 
more, there appears to be no precedent in the way of 
Treasury Department rulings or court decisions which 
define the same term as used in earlier acts, either in 
their relation to similar provisions of such acts or in re- 
lation to the provision of prior revenue acts relating to 
“interest paid on indebtedness, except on indebtedness 
incurred or continued to purchase or carry obligations 
or securities . . . the interest upon which is wholly 
exempt from taxation.” Consequently general rules 
of construction should be applied “and the first resort 
is to the grammatical sense and the familiar and ordi- 
nary meaning of the words employed.” 

Webster’s New International Dictionary defines the 
word “security” as follows: “An evidence of debt or 
of property, as a bond, stock certificate or other in- 
strument, etc., a document giving the holder the right 
to demand and receive property not in his possession. 
Securities are: Personal, giving a claim against a 
particular person; Property, giving a lien or claim on 
property which may be specified, the security then 
being termed ‘specific,’ or may be designated in a gen- 
eral way so that the identity of the property is subject 
to change, the security then being shifting or floating.” 

In commenting upon the section of law in question, 
Montgomery’s “1927 Income Tax Procedure,” page 774, 
states: ‘Securities comprehend short term notes and 
similar obligations, as well as bonds, as appears from 
the following definition: ‘An evidence of debt 

. a document giving the holder a right to demand 
and receive property in his possession.’ Webster’s 
New International Dictionary.” 

Other text writers appear to be silent on this point 
except for the following comment at page 5577 of 
Commerce Clearing House Tax Service for 1928, Vol. 
III. 


The term “securities” is not defined by the statute; the 
special provisions relating to the receipt of securities in ex- 
change doubtless apply to all obligations of the class com- 
monly included within that term, evidenced by engraved 
or lithographed certificates, issued in units of $100.00, $500.00 
or $1,000.00 denominations, numbered serially, maturing 


(Continued on page 154) 



















Tax Liability on Installment Sales 
of Real Estate 


By SAMUEL JoYcE SHERMAN* 
PART II 


HE Commissioner, pursuant to the authority 

vested in him by Section 212 (d) of the Revenue 

Act of 1926, has determined the basis for com- 
puting profits derived from the installment sale of real 
estate as follows: 

In transactions included in class (1) in Article 44 (i.e. in- 
stallment sales) the vendor may return as income from such 
transactions in any taxable year that proportion of the install- 
ment payments actually received in that year which the total 
profit realized or to be realized when the property is paid* 
for bears to the total contract price.” 

Gross Profit X Installment Payment = Taxable In- 


— come. 
Total contract price. 


Represented in the form of an equation, the foregoing 
regulation becomes : 

The application of this formula with respect to the 
sale of real property, under various conditions, will be 
considered in the sections that follow: 

Sale of Unencumbered Property 

Assume that in the year 1925 a sale of real estate 
took place in which a property costing $75,000 was sold 
for $100,000, giving rise to a gross profit of $25,000; 
a cash payment of $10,000 was made in 1925, and for 
the balance of $90,000 the purchaser gave three notes, 
secured by a purchase money mortgage on the property, 
payable in equal annual installments. 

The first thing to scrutinize in this transaction is 
whether the initial payment is such that an installment 
sale can be spelled out. In this case the initial payment 
is 10 per cent of the purchase price and there is no 
question but that it is an installment sale. 

The next step is to compute the taxable profit in 
accordance with the installment sales formula, above 
indicated. With respect to the initial payment of 
$10,000 the computation would be as follows: 

$25,000 (Gross Profit) X $10,000 = $2,500. 


$100,000 (Total Contract Price). 
Similarly, with respect to the subsequent payments 
on each of the $30,000 notes, the calculation would be: 
$25,000 (Gross Profit) X $30,000 = $7,500. 


$100,000 (Total Contract Price). 

Summarizing the profit reported in each taxable year, 
it will be seen that the taxpayer has accounted for his 
gross profit of $25,000 in full as follows: 


Taxable Year Installment Payment Taxable Profit 
Dnnvktesenes 4eeeu $ 10,000 (Cash) $ 2,500 
Diaper aden tonsa 30,000 (Note) 7,500 
Dib ddecwedsdubanvews 30,000 (Note) 7,500 
Se dh vventacammened 30,000 (Note) 7,500 

$100,000 $25,000 


Installment Sale of Mortgaged Property 

In connection with the method of computing profits 
on the installment sale of encumbered property, the fol- 
lowing regulation must be given weight: 

In the sale of mortgaged property the amount of the mort- 
gage whether the property is merely taken subject to the 
mortgage or whether the mortgage is assumed by the purchaser, 
shall not be considered a part of the “initial payments” or of 





*Certified Public Accountant and Attorney at Law, New 
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the “total contract price,” but shall be included as part of the 
“purchase price” as those terms are used in Sections 212 (d) 
in Articles 42 and 45, and in this Article.® 

Incorporating this regulation into the equation given 
in the preceding section, the formula for computing 
profits on the installment sale of mortgaged property 
will be: 

Gross Profit 
X Installment 
Payment = Taxable 
Income. 

Assume, by way of illustration, that property costing 
$75,000 was sold for $100,000, yielding a gross profit 
of $25,000. The total contract price (purchase price) 
of $100,000 is made up as follows: 


Total Contract Price—Mortgages 


oe? eee er $ 10,000 
First Mortgage on the property, assumed by the pur- 
chaser or taken subject thereto.............-..eeeee 30,000 
3 Notes given for the balance, secured by a purchase 
money mortgage, payable in equal installments...... 60,000 
PE a Listba ban edbiedwenia Urbans dekateteeeed $100,000 


The initial payment being 10 per cent of the purchase 
price, this transaction is an installment sale. Applying 
the figures to the modified installment-sales formula, the 
taxable income embraced in the initial payment of 
$10,000 would be: 

$25,000 


$100,000 — $30,000 = $70,000 
Likewise, with respect to the subsequent payment on 
each of the $20,000 notes, the computation would be: 


ae X $20,000 = $7,142.86 
$100,000 — $30,000 = $70,000 °° 
By adding the profits reported in each taxable year, 
it will be noted that the taxpayer has accounted for his 
entire gross profit of $25,000 as follows: 





X $10,000 = $3,571.42. 


Taxable year Installment Payments Taxable Profit 
on gshh'e sivas tyeinerbiial $10,000 (Cash) $ 3,571.42 
Ee ORG oe 20,000 (Note) 7,142.86 
_ ae 20,000 (Note) 7,142.86 
Bes nk<cvertasiackens 20,000 (Note) 7,142.86 





$70,000 $25,000.00 

Earnest Money Payment Prior to Year of Sale 

It was previously pointed out that payments made in 
a taxable year before the year in which the sale was 
closed should be applied in reduction of the cost and 
that no gain results except when said payments ex- 
ceed the cost of the property. In view of the fact that 
many contracts for the sale of property are entered into 
during the latter part of the year, accompanied by a 


lIn Article 45 of Regulations 65 the phrase “gross profit to 
be realized when the property is paid for’’ is used ins of the 
above “total profit realized or to be realized when the property 
is paid for.’ Does “Total profit’ mean ‘Net profit,” that is, 
gross profit less expenses incurred in connection with the sale? 
Apparently the change in phraseology was fortuitous and not in- 
tended to modify the installment-sales formula, above given. 
With respect to the sale of personal property on the installment 
plan Article 42 of Regulations 69 uses the terms “gross profit” 
and “total profit” synonymously, viz: “the rule prescribed is that 
a person who regularly sells . personal property on the 
installment plan . . . may return as income therefrom in 
any taxable year that proportion of the installment payments 
actually received which the total or gross profit (that is, sales 
less cost of goods sold) realized or to be realized when the 
property is paid for, bears to the total contract price.” 

2Article 45 of Regulations 69. 

8Article 44 of Regulations 69. 
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down-payment of money to bind the bargain, whereas 
the sale is finally culminated in the ensuing year, it 
becomes important to trace the effect of such earnest 
money payments on the computation of profits on the 
installment-sales basis. 

Thus, assume that in 1924 Richards entered into 
a contract with Smith for the sale of a parcel of unen- 
cumbered property, title and possession to be delivered 
in the following year. The property cost $75,000. The 
total contract price is $100,000, made up as follows: 
Cash payment in 1924 upon Execution of Contract....$ 4,000 
Additional Cash Payment in 1925 upon Delivery of 

D 


DEE -snirvsh orb seeded obbeeientinnaasotwnwren 6,000 
3 Notes Given for Balance, Secured by Purchase 

Money Mortgage, Payable in Equal Annual Install- 

Nor tl. nail wpa Mee ah ue ea al ere ee 2 90,000 





Having studied the terms of the sale, Richards has 
no hesitancy in concluding that the gross profit should 
be reported on the installment sales plan. He now 
tabulates his figures and arrives at this gross profit: 





Gross Contract Price (Selling Price) ...........c000% $100,000 
Oe OE Se PRE SRC PR 4b SAG OLS Det era meer eee eet Ta 
CR NE Sioiscinia Sinead ein ecminn eee waieto eile $ 25,000 


Recalling, however, that the earnest money payment 
must be applied to reduce the cost basis of the property, 
he revises the foregoing figures and reaches this sur- 
prising result: 

Gross Contract Price (Selling Price) 


MN cc se cak a aya eyes rm erniece on water caiaieisicanatar sient $75,000 
Less: Payment upon Execution of Contract... 4,000 


Reduced Cost 








YR eee er TA $ 29,000 

It is self-evident that no jugglery of figures can be 
permitted to lead to a fictitious profit. It is equally 
obvious that there can be no reduction of the cost of 
property without a similar revision of the selling price, 
if the gross profit of $25,000, in this case is to remain 
constant. And thus the tabulation must be changed 
as follows: 


Gross Contract Price (Selling Price)......... $10,000 
Less: Earnest Money Payment 











Revised Gross Contract Price..............06- $96,000 
a vectra tecacrcratcboetes oh cl sekctai arse si aia arora Gree $75,000 . 
Less: Earnest Money Payment................ 4, 

MN RINE Su sii: a ieee oe ec aWbRias bein 71,000 
SII fo ogi ans Saute. k ci nega ee batemica aie suuints $25,000 


Applying the revised contract price to the install- 
ment-sales formula, the taxable profit in 1925 is: 
$25,000 (Gross Profit) 


——_ X $6,000 = $1,562.50. ~- 
$96,000 (Revised Contract Price). 
With respect to the subsequent payment on each of 


the $30,000 notes, the taxable profit would work out: 
$25,000 (Gross Profit) 


$96,000 (Revised Contract Price). 


Assembling the profit spread over the years 1925- 
1928, it will be noted that the entire gross profit of 
$25,000 is accounted for: 


X $30,000 = $7,812.50. 


Taxable Year Installment Payment Taxable Profit 
Pi cbesveceencn ann 6,000 (Cash) $ 1,562.50 
SR ee 30,000 (Note) 7,812.50 
OER SSE TR 30,000 (Note) 7,812.50 
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ee 30,000 (Note) 7,812.50 
TERME iain ls Aiebveieie wisiees's $96,000 $25,000.00 


Revising the formula heretofore given for the calcu- 
lation of profit on the installment plan, so as to make 
it applicable to a sale of unencumbered property, closed 
in a taxable year subsequent to the year in which the 
contract was executed and earnest money payments 
made, the equation will take this form: 

Gross Profit 
X Installment 


Total Contract Price — Payment = Taxable Income. 


Earnest Money Payment 
Earnest Money Payment on Mortgaged Property 

Where mortgaged property is sold in a taxable year 
subsequent to the year in which the contract has been 
executed and the earnest money payment made, the 
situation would be similarly treated. 

Thus, assume that in 1924, Richards contracted to 
sell to Smith a piece of real estate for $100,000. Smith 
paid a deposit of $24,000 upon execution of the con- 
tract; delivery of the deed and possession to be made 
the following year. The property cost $75,000; ac- 
cordingly, the gross profit will be $25,000. The total 


contract price (purchase price) of $100,000 is made 
up as follows: 


Cash Payment in 1924 upon Execution of the Contract.$ 4,000 
Additional Cash Payment in 1925, upon Delivery of 


RARE ee EAE RR INL EL penis 6,000 
First Mortgage on the Property, Assumed by the Pur- 
CHANCE OF Taeelt SUICCE COE noise cedid  eiccaie oid cena 30,000 


3 Notes Given for the Balance, Secured by Purchase 
Money Mortgage, Payable in Equal Annual Install- 
SITTIN oss é. Biase Siciwsiisa AVS oss ajejereta eSaparetaTeieTeloos eri wlereeiee 60,000 


ine beinnsdn ed tawisicbiinniinee vend adedaian $100,000 
The amount of the earnest money paid in the year of 


the contract ($4,000) and the amount of the first mort- 
gage ($30,000) will have to be deducted from the 
total contract price ($100,000) in order to obtain the 
denominator in the installment-sales formula applicable 
to this type of a transaction. 

Thus, applying the revised formula to the cash pay- 
ment of $6,000 the taxable income for the year 1925 
will be arrived at in the following manner: 


$25,000 
——______________—_ X $6,000 = $2,272.22. 
$100,000 — ($4,000 + $30,000) = $66,000 


Also with respect to the subsequent payments on 
each of the $20,000 notes, the taxable income will be 
similarly computed : 


’ 





— XX $20,000 = $7,575.76. 
$100,000 — ($4,000 + $30,000) = $66,000 


Upon adding the profit computed for each taxable year, 


it is seen that the full gross profit of $25,000 is ac- 
counted for: 





Taxable Year Installment Payment Taxable Income 
AES ARE $ 6,000 (Cash) $ 2,272.72 
Phiten stnbne den 20,000 (Note) 7,575.76 
| Ce eer eee 20,000 (Note) 7,575.76 
EE ee pee ee 20,000 (Note) 7,575.76 
i bickiedscondaneis $66,000 $25,000.00 


Revising the formula heretofore given for the calcu- 
lation of profit on the installment plan, so as to make 
it applicable to a sale of mortgaged property, closed 
in a taxable year subsequent to the year in which the 
contract was executed and earnest payments made, the 
equation will take this form: 





















































































































































Gross Profit 
a * Installment 
Total Contract Price — ( Mortgages Payment = Taxable 
+ Earnest Money Payments) Income. 
Reduction or Increase of Mortgage Debt 
Prior to Sale 

A good many mortgage bonds have an amortization 
clause providing that the mortgagor must make periodic 
payments of stipulated sums on account of the mort- 
gage indebtedness. It frequently happens, therefore, 
that by the time of the sale, the owner of the property 
has reduced the principal sum due on the mortgage. 

Similarly, a property owner, desiring to raise money, 
may mortgage his property to secure the loan. 

Whether the mortgage obligations are reduced or 
increased makes no difference insofar as the method 
of calculating the profit on the installment plan is con- 
cerned. Sometimes an owner is disposed to add to 
the original cost of his property the payments which 
he made in reduction of the mortgage on the property. 
This is clearly erroneous. The amortization of the 
mortgage indebtedness does not alter the cost of real 
property any more than the repayment of any other 
loan. 

A mortgage is in form a conveyance of title to real 
property, coupled with a defeasance clause stating that 
in case the mortgagor pays to the mortgagee a certain 
sum, to secure which the mortgage is given, the con- 
veyance shall thereupon become null and void. Pay- 
ments in reduction of the mortgage tend to increase 
the owner’s equity in the property. Conversely, addi- 
tional mortgages placed on the property tend to de- 
crease the owner’s equity in the property. Aside from 
the effect upon the owner’s equity in the property, 
mutations in mortgage indebtedness nowise affect the 
installment-sales procedure heretofore discussed. 

Prepayment of Installment Obligations 

Most mortgages contain a default clause, providing 
in substance that the whole of the principal sum shall 
become due at the option of the mortgagee upon default 
by the mortgagor in the payment of any installment, 
interest, taxes, etc. Another clause frequently met in 
mortgage bonds is known as the acceleration clause, 
which makes it optional with the purchaser to anticipate 
the payment of and discharge the mortgage indebted- 
ness in advance of the maturity date. 

Where the seller receives installment notes, secured 
by a purchase money mortgage on the property, neither 
the default clause nor the acceleration clause vests him 
with the right to demand the payment of any install- 
ment prior to the actual due date thereof. In both 
cases the prepayment of the installment obligations 
depends upon some act of the purchaser. In the first 
case, the purchaser must commit some default of a 
covenant or condition in the mortgage; in. the second 
case, the purchaser must voluntarily elect to make an 
earlier payment. 

The classification of a transaction as an installment 
sale is not affected by either of the said clauses where 
the prepayment of the installment obligations is optional 
with the purchaser or contingent upon some act of 
default committed by the purchaser.‘ 





41. T. 1192, 1-C. 78, held a transaction to be installment- 
sale where the initial payment was x dollars and the balance of 
the purchase price or 4x dollars was represented by a purchase 
money mortgage “. payable on or before five years from 
the date of the sale in annual installments of 1/3x dollars or 
more to be paid on or before the day of December in 
each and every year.” 
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The seller, however, in computing his taxable income 
on the installment basis, must apply the installment- 
ratio (i. e., gross profit to total contract price) to the 
actual payments made by the purchaser. It follows, 
therefore, where the purchaser makes a payment ahead 
of time or increases the amount of the installment 
payment, that the seller will have to report in that 
taxable year a proportionately larger share of the gross 
profit derived from the sale of the property. 


Sale of Real Estate Where Initial Payment 
Exceeds Cost 


This situation is not uncommon in times of real 
estate booms when property values are sky-rocketed to 
giddying heights of inflation. Thus, a property owner 
who has acquired a lot at a low cost of say, $1,000 
may suddenly find that owing to the tremendous appre- 
ciation in values, he can turn it over for ten times its 
cost. Let us assume that the purchaser makes an 
initial payment of $1,500 and gives a bond and mort- 
gage for the balance of $8,500. Superficially, it ap- 
pears that the initial payment is 15 per cent of the 
purchase price and the transaction is an installment- 
sale. But to accord to this kind of transaction the 
benefits of an installment-sales classification would be 
utterly anomalous. The principle, underlying the in- 
stallment plan of reporting real estate gains, is that 
each deferred payment made by the purchaser repre- 
sents a partial return of the seller’s investment in the 
property (cost) as well as a partial realization of the 
profit from the sale. In a case such as this, where 
the vendor recoups his entire cost from the initial 
payment and received part of the profit to boot, it 
would be straining the installment-sales theory beyond 
its natural intendment. The taxpayer should report 
as profit in the year of the sale the excess of the initial 
payment over the cost of the property. As to the 
balance of the profit included in the bond and mort- 
gage payable at some date in the future, the return 
of this income would depend essentially upon the 
nature of the deferred payments. 


Treatment of Interest on Deferred Payments 

In the sale of real estate on the installment plan, the 
purchaser as a rule agrees to pay interest on the de- 
ferred payment obligations. When the purchaser 
makes an installment payment, the seller should 
analyze what part of the payment is on account of 
principal and what part represents interest on the 
obligation. The principal is prorated according to the 
installment-sales formula. The interest should be re- 
ported by the taxpayer as a separate item of income.° 


5“The term ‘gross income’ includes gains, profits and in- 
a. from interest’ (Revenue Act of 1926, Sec- 
tion -a). 


For example, in the case of real estate sold on the 
installment plan, the total contract price was $100,000 
and the gross profit, $25,000. The purchaser gave to 
the seller a number of interest-bearing notes in part 
payment for the property. Upon the maturity date of 
the first note, the seller received a payment of $10,600 
consisting of : 


le SN I ON i ine n dknc cece se cscwesasns $ 10,000 
Interest on note for one year at 6%.........0.cceeeee 600 

Ta iis denceabtesbibdematinbendsan caked $ 10,600 
The installment ratio: Gross Profit.................. $ 25,000 





Total Contract Price......... $100,000 
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should be applied to the principal of the purchaser’s 
obligations, to-wit, $10,000, and not to the composite 
sum of $10,600. The interest should be reported 
separately according to the cash receipts and disburse- 
ments or accrual method, whichever is the taxpayer’s 
basis of preparing his income tax return. 


Losses from Installment Sales of Real Estate 


Heretofore we have dealt with the sale of real estate 
on the installment plan where the transaction resulted 
in a profit, and it was demonstrated that the gross 
profit could be spread over a period of years coincident 
with the deferred payments. The question now pre- 
sents itself: May a loss sustained from the installment 
sale of real property be prorated over the period of 
the deferred payments in a manner analogous to the 
distribution of profits arising from this class of 
transactions? 

In I. T. 2063, III-2 C. B. 108, the taxpayer sold real 
property at a loss, for 30x dollars, of which an initial 
payment of 3x dollars was received at the date of the 
contract, and the remainder of the selling price was 
payable over a period of thirteen years. To the tax- 
payer’s query, when must the loss from this transac- 
tion be deducted, the Income Tax Unit rendered the 
following ruling: 

Although the transaction properly constitutes an installment 
sale as specified by Article 45 of Regulations 62, any loss is 
definitely ascertainable, inasmuch as the amount to be realized 
is limited to the price at which the property sold. Any loss 
resulting from the transaction was therefore sustained at the 
date of the sale and can be taken as a deduction from gross 
income only for the taxable year in which the sale was made. 
Any loss sustained cannot be distributed over the years during 
which the payments of the selling prices are received and can- 
not be taken as a deduction for the year in which payment of 


the selling price is completed if subsequent to the year in which 
the sale took place. 


While the foregoing ruling enjoins the distribution 
of losses from the sale of real estate on the install- 
ment plan and requires that the total loss shall be 
deducted in the year of the sale, the effect thereof is 
partially mitigated by Section 206 of the Revenue Act 
which permits a taxpayer to carry over and apply the 
net loss sustained in one year against the income of 
one or two succeeding years. The term “net loss’ is 
a statutory conception and the computation thereof is 
minutely defined in the law and regulations.6 That 
real estate dealers may avail themselves of Section 206 
is borne out by the following regulation: 

The term “net loss” as used in Section 20 applies to a net 
loss during the taxable year in a trade or business regularly 
carried on by the taxpayer. Included therein are losses from 
the sale or other disposition of real estate, machinery, and other 


capital assets used in the conduct of such trade or business. 
* * +7 


In S. R. 1509, III-2 C. B. 44, the taxpayer- was 
engaged in the jewelry business making sales on both 
the cash and installment basis. In 1918 he changed 
from the accrual to the installment sales basis of re- 
porting income. As a result of the change a net loss 
resulted for the year of the change and it was held 
that the taxpayer was not estopped from claiming the 
benefits of Section 206 by reason of his changing to 
the installment-sales basis. The same rule would un- 





6See Section 206 of Revenue Act of 1926 and Articles 1621- 
1626 of Regulations 69. 

7Article 1621 of a 69. See I. T. 1899, 111-1 C. 
B. 66, and I. T. 2017, III-1 C. B. 69, for examples of the Treas- 
ury’s interpretations of what aan are held to be losses in- 
curred in a trade or business. 
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questionably apply to losses sustained in connection 
with the sale of real property on the installment plan. 


Allocation of Expenses 


The installment-sales plan of reporting income ac- 
complishes the distribution of the gross profit realized 
from the transaction over the period of the deferred 
payments, to-wit, “That proportion of each payment 
actually received in that year which the gross profit 
to be realized when the property is paid for bears to 
the gross contract price.”* The income tax, however, 
is a tax based on net income.® A taxpayer who has 
sold property on the installment plan is thus con- 
fronted with the singular situation of being required to 
report gross income under a law which taxes net 
income. 

Gross profit is the excess of selling price over the 
cost of the property sold.° The net profit is the 
resultant profit after deducting from the gross profit 
all expenses incurred in connection with the sale of 
the property, such as attorney’s fees, brokerage, com- 
missions, etc. 

The question now presents itself: In what year shall 
the expenses incident to the installment-sale of real 
estate be deducted? 

In the Appeal of Franc Furniture Co., 1 B. T. A. 
420, the taxpayer deferred the expenses incurred in 
doing business on the installment basis on the theory 
“that if gross income was to be deferred until it was 
actually realized, the expenses of producing that gross 
income should in theory be charged off simultaneously 
with the charging on of the income itself.” The Board 
of Tax Appeals, conceding the cogency of the tax- 
payer’s contention, notwithstanding held that “it was 
not warranted in-law or regulations, however proper 
it may have been in theory, as a means of showing 
its true net income on a theoretically correct applica- 
tion of the installment theory.” 


The Treasury Department requires that “deductible 
items are not to be allocated to the years in which the 
profits from the sale of a particular year are to be 
returned as income, but must be deducted for the tax- 
able year in which the items are paid or incurred or 
paid or accrued * * *,”11 


Article 44 of Regulations 69 makes the negative 
provision that “commissions and other selling expenses 
paid or incurred by the vendor are not to be deducted 
or taken into account in determining the amount of 
the ‘initial payments,’ the ‘total contract price’ or the 
‘purchase price,’ ” but contains no affirmative provision 
as to how the expenses incident to the sale of real 
property shall be treated. This point has been covered 
by I. T. 2305, V-39-2917, a recent ruling of the De- 
partment issued subsequent to the publication of the 
new installment-sales regulations, which provides: 

In the case of sales of real estate by persons not regularly 
engaged in that business, commissions paid, while they do not 
reduce or otherwise affect the amount of the selling price, 
may be offset against the selling price in determining the 





8Article 45 of Regulations 69. 
9Section 210(a) of the Revenue Act of 1926. 


10See Article 42 of Regulations 69 where it is parenthetically 
stated that gross profit is “sale less cost of goods sold.’ 

1lArticle 42 of Regulations 69; also O. D. 7. 4c. &. 
133; I. F.. 122%, I-2 C. 3.77: A. BR. 1816, 1-2 €. 96; S. R. 
1509, III-2 C. B. 44. While "these citations all cane personal 


property, the same rule would apply to the installment-sale of 
real property. 
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amount of the gain or loss realized from such sales, and in 
cases of installment sales in determining the percentage of 
profit in each installment payment which is to be included in 
gross income. 

Dealers in real estate should, deduct commissions paid for the 
sale of real estate as a business expense for the year in which 
paid or accrued, in accordance with the basis on which their 
books are kept. 


In the Appeal of B. B. Todd, Inc., which denied the 
legality and soundness of the installment basis of re- 
porting income under the 1918 law, the Board of Tax 
Appeals upheld the accrual method as “sound and 
necessary.” The cardinal purpose of the accrual 
method is to charge to the period in which the income 
was produced the expenses incurred in the production 
of that income, whether said expenses are paid for or 
not. It is a corruption of the accrual method to load 
on to one period the expenses which are paid in ad- 
vance for the benefit of a succeeding period; and in 
A. R. R. 1216, the Treasury recognizes that prepaid 
expenses may be carried over to a future year “as 
assets.”"* The inhibition against deferring the prepaid 
expenses incurred in connection with the installment- 
sale of real estate is violative of the best accounting 
practice and apparently ignores the Commissioner’s 
authority to prescribe accounting methods that “clearly 
reflect the income.’’* 

The requirement that the expenses incident to the 
installment-sale of real property must be deducted in 
full in the year of the sale may lead to the anomalous 
situation, where a taxpayer regularly engaged in the 
real estate business has sold real estate at a profit yet 
reports a less in the first year. This is exemplified by 
the case where a taxpayer sold a heuse for $24,000, 
receiving a cash payment of $3,000, and three notes 
for the balance payable in equal annual installments. 
The property cost $20,000 and legal fees and broker’s 
commissions amounted to $1,200. The computation of 
the profit on this transaction is: 








St TD: nctdcnuenndn Gaaiendinahbeleiebndaineswhaicelial $24,000 
i REE RAGES HERMIONE nine! 20,000 
IIE 3 Ye ob oad eta oe eee $ 4,000 
PE accecewass ance pamwia eee ensaeeeriedasee aes 1,200 
OE Oe ee eae ee Me ee eee $ 2,800 


Prorating the gross profit of $4,000 in accordance 
with the installment-sales formula, the taxpayer will 


show a net loss of $700, during the first year: 
Proportion of Gross Profit Allocated to First Year?*....$ 500 
py RARE ONIG TES PG rei oe ie herein crates mca ae A 1,200 


Re ee oe ee ORE et eT $ 700 


The deductibility of this net loss during the two 
succeeding taxable years is dealt with in a later section. 
Installment-Sale Method Not Mandatory 

If a vendor of real property chooses as a matter of 
consistent practice to return the income from install- 
ment sales on the straight accrual or cash receipts and 
disbursements basis, such a course is permissible and 
the sales will be treated as deferred payment sales not 
on the installment plan.*® 


Change from Installment to Accrual Method 
A taxpayer desiring to change the method of ac- 


12]-2 C. B. 96. 
13Section 212 (b) of Revenue Act of 1926. 





14(Gross Profit) $4,000 X (Initial Payment) $3,000 = $500. 


(Total Contract Price) $24,000 
15Article 45 of Regulations 69. 


THE NATIONAL INCOME TAX MAGAZINE 





April, 1928 


counting employed in keeping his books must first 
secure permission from the Commissioner. Applica- 
tions for the permission to change the basis of the tax 
return must be made at least thirty days before the 
close of the period to be covered by the tax return 
and must be accompanied by a statement specifying 
the classes of items differently treated under the two 
systems and specifying all the amounts which would 
be duplicated or entirely omitted as a result of the 
proposed change.*® A change will not be approved 
merely because the taxpayer will derive an advantage 
from decreased tax liability and taxpayer will be 
required to adhere to the changed basis during subse- 
quent years.’* If a taxpayer changes from the in- 
stallment to the strict accrual basis, he will have to 
report in the tax return filed on the changed basis as 
earned income the unrealized profits previously deferred 
on the installment plan and adjust the balance sheet 
conformably.** 


Capital Gain Provision as Applied Real Estate Sales 


The Revenue Act of 1926, with various modifications, 
has continued the policy of limited taxation of profits 
made by individuals from sales or exchanges of “capital 
assets,” which had its inception in the 1921 law.’® The 
adoption of this provision in the law was designed to 
remove the prohibitive barrier of heavy surtaxes which 
it was declared made large taxpayers reluctant to sell 
property that had greatly appreciated in value. 

Prior to January 1, 1922, the same rates of tax were 
imposed upon capital gains as upon ordinary net in- 
come. Since that date, the maximum rate of tax upon 
“capital net gains” from the sale or exchange of capital 
assets, consummated after December 31, 1921,”° has 
been fixed at 12% per cent.** Since the favorable rate 
of 12% per cent is limited to gains derived from the 
disposal of capital assets, it is of prime importance to 
ascertain the precise statutory definition of this class of 
assets : 


The term “capital assets” means property held by the tax- 
payer for more than two years (whether or not connected with 
his trade or business) but does not include stock in trade of 
the taxpayer or other property of a kind which would properly 
be included in the inventory of the taxpayer if on hand at the 
close of the taxable year, or property held by the taxpayer 
primarily for sale in the course of his trade or business.”” 

It should be noted that the term “capital assets” is 
limited to property held by the taxpayer”* for invest- 
ment “for more than two years,” but specifically ex- 
cepts (a) stock in trade; or (b) other property of a 
kind which would properly be included in the inventory 
of the taxpayer if on hand at the close of the taxable 
year; or (c) property held by the taxpayer primarily 
for sale in the course of his trade or business. 

The Treasury Department has ruled that “a tax- 


(Continued on page 153) 





16Article 23 of Regulations 69. 

170. D. 24, 1 C. B. 765. 

18], T. 1805, II-2 C. B. 72. This decision, relating to per- 
sonal property applied with equal foree to real estate trans- 
actions. 

19Section 208 of the Revenue Act of 1926. 

20In L. T. 1362, I-1 C. B. 77, the taxpayer sold a leasehold 
interest in land on the installment plan in May, 1921, and was 
consequently denied the benefit of the capital gain provision with 
respect to the annual installments payable during the next ten 
years. 

21Section 208 (b) of the Revenue Act of 1926. 

22Section 208 (a-8) of the Revenue Act of 1926. 
23The capital gain provision does not apply to corporations. 
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Annuities Received Under Will of Andrew 
Carnegie Held Taxable 


NNUITIES paid under the will of Andrew 

Carnegie were held taxable as income by the 
United States Supreme Court in the case of Cora B. 
Beatty, Executrix, v. Heiner, Collector. Judgment 
affirming the decision of the Circuit Court of Appeals 
was made without a written opinion, on authority of 
the Supreme Court decision in Irwin v. Gavit, 268 
U. S. Bal. 


The Court announced that Chief Justice Taft took 
no part in the consideration of the case, presumably 
because he was named as one of the beneficiaries under 
the Carnegie will. About fifty other beneficiaries of 
the will include the widows of Presidents Cleveland 
and Roosevelt and David Lloyd George, former 
premier of Britain. 


John W. Beatty, deceased, included in his income 
tax return for 1920 a $5,000 annuity received under 
the Carnegie will, and later filed claim for refund on 
the ground that the annuity was “acquired by gift or 
bequest” and therefore not liable to income tax. The 
District Court, Western District of Pennsylvania, sus- 
tained this contention but was reversed by the Circuit 
Court of Appeals, which held that the “gift or be- 
quest” came from a trust fund and was therefore in- 
come to the decedent and taxable as such under the 
Revenue Act of 1918. 


The first part of the Carnegie will which the litiga- 
tion involved reads as follows: 

Fifth: I give to each of the persons hereinafter in this 
Fifth Article named an annuity of the annual amount in 
this Fifth Article set after his or her name, to be paid semi- 
annually during the annuitant’s life, that is to say, to * * *. 


The opinion of the Circuit Court of Appeals states 
that had the will stopped here it is possible that the 
testator’s provision for the beneficiary might have been 
a bequest, payable in semi-annual installments directly 
from the estate, and all payments year by year would 
have been exempt from taxation under Paragraph 3 
of Subdivision (b) of Section 213 of the Act of 1918. 
However, the will did not stop there, but, going on, 
provided what the Court held to be out and out trusts 
by the words which are emphasized in the opinion 
by italics, as follows: 

Sixth: I direct my executor and trustee either to set apart, 
hold in trust, invest and keep invested, in separate funds, one 
for each annuitant, sufficient sums to produce by the clear net 
interest and income thereof respectively, the several annuities 
provided in the Fifth Article of this will, * * * and to pay 
the said several annuities from the interest and income of the 


respective funds in semi-annual payments, or to purchase such 
annuities in life insurance companies. 


Liens and Enforcement of Tax Liens by 
Bill in Equity 
HE second proviso to Section 3186, Revised Stat- 
utes of the United States, as amended by the Act 
of March 4, 1913 (37 Stat., 1016), and the Act of 
February 26, 1925 (43 Stat., 994), provides that when- 
ever any State by appropriate legislation authorizes 
the filing of a notice of Federal tax lien in the office 
of the registrar or recorder of deeds of the counties of 
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that State (or in the parishes in the State of Louisiana, 
or in the office of certain town or city officers in the 
States of Connecticut, Rhode Island, and Vermont), 
the Government’s lien shall not be valid in that State, 
as against any mortgagee, purchaser, or judgment 
creditor, until such notice shall be filed with the proper 
county, parish, town, or city officer within whose 
jurisdiction the property subject to the lien is situated. 

A list of the States which have heretofore enacted 
“appropriate legislation,” together with the date of the 
Act and the effective date thereof, is as follows, ac- 
cording to G. C. M. 3357; VII-12-6: 


Effective 
State Act of— date 
EE Si noni eadkcecouuen Feb. 10, 1923 Feb. 10, 1923 
yA aneer Reaenee er e Mar. 4, 1925 June 11, 1925 
PME io asstnsicn eoeeae swe Mar. 25, 1923 Mar. 25, 1923 
SED: Savane yennrdeeeens June 22, 1923 Aug. 17, 1923 
oo “E PSCARIRETER ES EP mee” Apr. 19, 1919 Apr. 19, 1919 
CIS o's + dendnccansecien June 23, 1925 June 23, 1925 
Ee Seer e Aug. 11, 1924 Aug. 11, 1924 
DEY Gi cetpnhianbiicnuste sei Feb. 10, 1925 May 4, 1925 
ER accaryacnng nei dite aeleek June 27, 1923 July 1, 1923 
ERTIES 5 CI Mar. 4, 1925 Mar. 4, 1925 
BEE tne ceuipa crnwaee-weeabiraue Apr. 19, 1923 Apr. 24, 1923 
SE binned test oeeeeween Mar. 20, 1923 Mar. 24, 1923 
LING — 55.5 siclcneie. c norsewipieior June 26, 1924 June 26, 1924 
I i ian 4g i es ala pine aie Mar. 9, 1925 July 11, 1925 
reer Apr. 16, 1914 Apr. 16, 1914 
RSME, so os.aicie.g ccaeroearorrcee May 2, 1923 Aug. 30, 1923 
(OI eae eee ere Apr. 18, 1923 Apr. 18, 1923 
i bss wincianiespibnieiin Mar. 13, 1924 Mar. 13, 1924 
ENON. o.0)55.aiasieacandincmes Apr. 2, 1923 Apr. 2, 1923 
RNIN 2. 5.r0, 0:5 favesatenataviccere Feb. 7, 1927 Feb. 7, 1927 
NMR INEI prac: srarase oc sito Mar. 9, 1923 Mar. 9, 1923 
DE Ba nei hts lseannel Mar.¢21, 1925 Mar. 21, 1925 
te oe Apr. 11, 1925 Sept. 1, 1925 
Werth COPOIMn .n..cccccccscs Aug. 22, 1924 Aug. 22, 1924 
North Dakota ..... eee Feb. 19, 1923. July 1, 1923 
UE er oO on Oe. Apr. 18, 1923 July 18, 1923 
NO AENRIED. 50: 35600 5.0-ss.e eaten anes Feb. 14, 1925 Feb. 14, 1925 
I ain ik gi bitiiea tanto gillian Jan. 26, 1923 May 24, 1923 
ee ee May 28, 1923 May 28, 1923 
SGN), SMUD. 5.5.0 sisicieewinieie Mar. 8, 1923 July 1, 1923 
VECRIOSNOE: cies 00.00 sess sesee Mar. 19, 1925 Mar. 19, 1925 
yo SR eae ee eer eT ees Jan. 30, 1923 Jan. 30, 1923 
eer Feb. 28, 1927 July 1, 1927 
eer Mar. 20, 1922 Mar. 20, 1922 
I oo sane ctendineeel Feb. 16, 1925 May 14, 1925 
eg oo er ee Apr. 27, 1927 Apr. 27, 1927 
EE ooo. dna ween caren May 11, 1925 May 12, 1925 
PEE Seti cS eavebuwed Feb. 26, 1925 Feb. 26, 1925 





1Covers liens on realty only. 


Record of “Taxless Town” Marred by 
Street Paving Cost Requirements 


N a recent Senate speech in support of municipal 

ownership of public utilities, Senator George W. 
Norris cited South River, New Jersey, as “the town 
with no local tax.” Inquiry by a representative of 
The New York Times disclosed that though for three 
years no local taxes have been levied because of profits 
derived from operation of an electric light plant, a 
tax of 2 mills or 20 cents on $100 will be necessary 
this year to meet the first installment of interest and 
sinking fund on $150,000 of street paving bonds. The 
electric light plant, which last year, according to Mayor 
A. Allgair, made a net profit of $70,000, is increasing 
its profits each year, and next year profits are expected 
to increase sufficiently to dispense with the tax again. 
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The city’s electric light plant, built sixteen years ago, 
when the population was about 2,000, (population now about 
10,000) was self-sustaining from the beginning. First there 
was 150 horsepower gasoline engine. Current was sold to 
retail consumers at the rate charged by privately owned 
companies. Wholesale rates were, and are, higher. As the 
town grew two Diesel engines of 520 horsepower and 720 
horsepower were installed, and now a third of 1,150 horse- 
power is being set up. 

The plant became really profitable, Mayor Allgair said, 
when the new engines were installed seven years ago. Prior 
to that time the profits were only about $8,000 a year. Now 
they have been increased to $100,000, which is reduced to 
$70,000 net by interest and amortization payments on the 
city’s indebtedness. The costs of municipal operation, po- 
lice, fire, streets and sanitation, aggregate $61,000, leaving 
a surplus of $9,000 from the profits of the plant. The street 
bond payments amount to $18,000 a year, so the city must 
raise $9,000 through taxation, hence the 20-cent levy. 


Amendments of Regulations 


ECTION 213 (b) 8 of the Revenue Acts of 1921, 

1924 and 1926 exempts from taxation the income 
of a non-resident alien or foreign corporation which 
consists exclusively of earnings derived from the 
operation of a ship or ships documented under the 
laws of a foreign country which grants an equivalent 
exemption to citizens of the United States and to 
corporations organized in the United States. 

In 1926 the Canadian Income War Tax Act, 1917, 
was amended to include a corresponding provision, 
but recently the Canadian Government has advised 
that the reciprocal exemption will no longer be granted 
for the reason that the Revenue Act of 1926 does not 
extend relief from income tax to United States citi- 
zens resident in Canada and to corporations organized 
in the United States which have ships registered in 
Canada. 

Therefore, the United States Treasury Department 
has amended Article 89 of Regulations 62, 65 and 69, 
as previously amended, so as to include Canada in the 
list of countries which do not exempt from tax so 
much of the income of citizens of the United States 
non-resident in such foreign countries and of corpora- 
tions organized in the United States as consists of 
earnings derived from the operation of a ship or ships 
documented under the laws of the United States.— 
T. D. 4135; VII-10-2. 


Amortization Period 


Article 185 of Regulations 45 has been amended by 
the elimination of the third paragraph and the sub- 
stitution for the paragraph eliminated of a paragraph 
reading as follows: 


All taxpayers claiming an allowance for amortization 
shall compute the amount of their claims applicable to each 
accounting period between January 1, 1918, to the date 
specified above. In all such claims costs during the amor- 
tization period incurred in one taxable period shall be segre- 
gated from those costs incurred in any taxable period, ex- 
cept that there shall be included as the costs of the first such 
taxable period those costs incurred from April 6, 1917, to the 
end of such taxable period. A separate allowance shall be 
determined in respect of such costs incurred in each separate 
taxable period falling partly or wholly within the amortiza- 
tion period. The allowance so computed in respect to the 
group of costs incurred in each taxable period shall then 
be spread over that taxable period and the succeeding (but 
not preceding) taxable periods falling partly or wholly 
within the amortization period. The apportionment of the 
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allowance for each taxable period to such period and the 
following periods shall be based upon the ratio which the 
income (falling within the amortization period) of each of 
such periods bears to the total income (falling within the 
amortization period) for such period and such folldwing 
periods. In this computation the income shall be the in- 
come before the deduction for amortization. [The portion 
of the allowance allocated to the taxable period beginning 
in 1917 and ending in 1918 shall be the amortization deduc- 
tion used in computing the net income for such period sub- 
ject to 1918 rates. The sum of the portions of allowances 
allocated to each subsequent taxable period shall be allowed 
as a deduction in computing the taxable net income of such 
taxable period.] [Brackets ours.] T. D. 4133: VII-9-14. 
Article 185 of Regulations 62 has likewise been 
amended by the elimination of the second paragraph 
and the substitution for the paragraph eliminated of 
a paragraph reading the same as the amendment to 
Article 185 of Regulations 45, except that in place of 
the two last sentences above enclosed in brackets, the 
paragraph is concluded by the following sentence: 
“The sum of the portions of allowances allocated to the 
various taxable periods shall be allowed as deductions in 


computing the taxable net income of such taxable periods.” 
T. D. 4134: VII-9-15. 


British Income Tax Law Revision Regarded 
Important Step Toward Simplification 


NDER the new law which goes into effect in April, 

the British income tax system will be radically 
revised in a number of respects. The super-tax will 
be replaced by a surtax; salaries will be assessed on 
the basis of receipts during the preceding year and the 
scope of the provision to prevent evasion of the super- 
tax through companies will be widened. A bulletin by 
Mitchell B. Carroll, chief of the Taxes and Corporation 
Section of the Department of Commerce, describes the 
other changes, which in summary follow: 

Another important change which is to become effective 
under the new law is that in general the.tax on dividends, 
interest, royalties, ground rent, etc., for the present fiscal 
year and thereafter is to be deducted from such amounts at 
the rate in force when the tax becomes payable, instead of 
at the rate or rates in force during the period through which 
the payment was accruing due. 

The replacement of the supertax by the surtax, accord- 
ing to the bulletin, is heralded as a very significant step 
toward simplification. The former tax, introduced in 1909- 
1910, was considered a separate tax from the income tax, 
which was originally adopted in 1799 as a measure to pro- 
duce funds necessary to carry on the Napoleonic wars. Be- 
ginning with the fiscal year 1928-29, however, a new regime 
is to come into effect under which the income tax will be 
levied at a fixed standard rate (at present 4 shillings in the 
pound, or 20%) and when the net income exceeds £2,000 
a surtax is to be imposed on such excess, which is to be 
regarded as a deferred instalment of income tax payable the 
following year. Although the method of assessment is thus 
changed, the rates of the surtax will be the same as those of 
the present supertax. 

The provision in the 1927 act that aroused perhaps the 
greatest attention is the one intended to prevent evasion of 
supertax through the failure of limited liability companies to 
distribute dividends that would be subject to supertax in the 
hands of the shareholders. On April 6 new measures are 
to become effective that bring public companies into the 
scope of a provision that was formerly intended only for 
private companies. They authorize the revenue officials to 
assess supertax where any British company which is under 
the control of not more than five persons, and which is not 
a subsidiary or a company in which the public are substan- 
tially interested, fails to distribute a reasonable amount of 
its profits within a reasonable time. 
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N THE March number of the Magazine announcement 

was made of the amendment of Article I of Regulation 
67, relating to the Gift Tax under the Act of 1924, by add- 
ing the following sentence, “The term ‘calendar years’ or 
‘year’ as applying to the calendar year of 1924 included that 
portion only of the calendar year 1924 from February 25 to 
December 31, both dates inclusive.” T. D. 4129: VII-8-14. 

Question has been raised as to the validity of making 
February 25, 1924, the effective date of the Act, since it is 
not the date when the Act of 1924 was passed and the stat- 
ute contains no express provision making the tax effective 
on the earlier date. 

It is probable that the Department’s ruling is based upon 
a statement in the opinion by Mr. Justice McReynolds in 
the case of Blodgett v. Holden, Collector, decided by the Su- 
preme Court of the United States on November 21, 1927 
(not yet reported). In the course of the opinion the Court 
says: 

“The brief in behalf of the collector sets out the legisla- 
tive history of the Gift Tax provisions in the Revenue Act 
of 1924 and shows that they were not presented for the 
consideration of Congress prior to February 25, of that 
year. We must, therefore, determine whether Congress has 
power to impose a charge upon the donor because of gifts 
fully consummated before such provisions came before it.” 

The Court did not, however, express an affirmative opin- 
ion that the Gift Tax became effective on February 25, but 
limited itself to the judgment that so far as the Revenue 
Act undertakes to impose a tax because of the gifts made 
by the appellant during January, 1924, it is arbitrary and 
invalid under the due process clause of the Fifth Amend- 
ment. 

A supplementary opinion by Mr. Justice Holmes, con- 
curred in by Mr. Justice Brandeis, Mr. Justice Sanford 
and Mr. Justice Stone, says, “* * * I think it tolerably plain 
that the Act should be read as referring only to transactions 
taking place after it was passed * * *.” 


on: United States Circuit Court of Appeals for the 
Second Circuit recently sustained the position of the 
Treasury Department that interest is collectible under Sec- 
tion 250 (b), Act of 1921, upon a tax shown to be due on 
an amended return, paid voluntarily and without assessment 
before examination and audit of the taxpayer’s original re- 
turn by the Commissioner.—Union Pacific Railroad Company 
v. Bowers. 

The taxpayer filed his return for calendar year 1922 and 
paid the tax shown to be due on the face of the return. On 
May 13, 1925 it filed the amended return which showed a 
tax liability greater than that shown on the original return. 
The amended return was filed voluntarily by the taxpayer, 
and the additional tax shown on the amended return was 
paid to the collector, and later interest was assessed and paid 
under protest and duress to the Collector. The taxpayer 
then filed a claim for refund for the amount of the interest 
which it had been required to pay, then on rejection of the 
claim, brought suit, claiming that Section 250 (b) of the 
Act of 1921 did not authorize the imposition of such interest. 

Section 250 (b) of the Act of 1921 requires a Commis- 
sioner to examine the return as soon as practical after it is 
filed. If it then appears that the correct amount of the tax 
is greater or less than that shown in the return, the install- 
ments shall be recomputed. “* * * If the already paid is 
less than that which should be paid the difference * * * 
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(hereinafter called ‘Deficiency’) together with interest there- 
on at the rate of one-half of 1 per cent per month * * * 
shall be paid upon notice and demand by the collector.” 

In interpreting this section the Court pointed out that the 
original return filed by the taxpayer is the only one which 
had statutory recognition. This original return still showed 
a “deficiency” in tax after the taxpayer had filed the 
amended return and paid the additional tax shown to be 
due. The filing of the amended return would not have the 
effect of making the original return no longer show a “de- 
ficiency.” The payment at the time the tax return was filed 
wiped out the principal of the assessment and was only 
a credit pro tanto by payment on account of the “deficiency” 
which stopped interest running. 

It was pointed out that if the taxpayer could voluntarily 
file an amended return and pay the additional tax due, and 
by this means avoid paying interest, it would be a great 
temptation to hold back in doubtful cases and make volun- 
tary payments at the last minute in order to avoid paying 
interest. In referring to the taxpayer’s contention with re- 
spect to Section 250 (b) of the Act of 1921, the Court said: 
“The Section says that the ‘deficiency’ on which interest is 
to run is to be the difference between the ‘amount already 
paid’ and ‘that which should have been paid’. This phrase 
‘already paid’ the plaintiff seizes upon in its favor. How- 
ever, the ‘amount already paid’ must be referred to the 
amount paid on the return, the only return recognized in the 
statute. If the plaintiff be right, a payment made without 
any return whatever must be accepted and would stop ail 
interest, meanwhile. The amended return can of itself not 
change the situation. Thus a taxpayer would be given an 
easy way of circumventing the statute and escaping the 
equal burden of tax.” 


HE conclusion of economists that a tax on net income 

can hardly ever be shifted has been confirmed by the 
National Industrial Conference Board, which is a coopera- 
tive body composed of national and state industrial asso- 
ciations. . 


While it has been generally admitted that individuals are 
unable to pass an income tax on to some one else, the idea 
that corporations had it in their power to increase prices 
because of income tax paid has been given wide currency 
during periods of tax reduction agitation. The conclusions 
of the National Industrial Conference Board will have the 
salutary effect of dispelling misconceptions regarding the ef- 
fect of income taxes on commodity prices. 


In 1923 the Board issued Research Report No. 64, en- 
titled, “Tax Burdens and Exemptions,” which provides an 
excellent exposition of the incidence of the various forms of 
taxes levied by the Federal Government, states and sub- 
sidiary taxing jurisdictions. This report, however, did not 
enter into details regarding the effects of the income tax. 
Another report entitled, “The Possibility of Shifting the 
Federal Corporation Income Tax,” was submitted to the 
Joint Committee on Internal Revenue Taxation, and will 
soon be available in booklet form. A summary of the new 
report follows: 

“The forthcoming report of the Conference Board, en- 
titled “The Possibility of Shifting the Federal Corporation 
Income Tax” is based on a study of the sales, profits and 
capital investment of 4,644 large and successful corporations 
for the period 1918-1925, and probably constitutes the most 
comprehensive statistical analysis of corporation profits 
ever made. It required in excess of 1,000,000 tabulations 
and about one-half million independent calculations involv- 
ing from one to 16 operations each. 

“Competition and the resulting pressure to make profits 
on large turnover at a low margin of profit per sale, the 
Conference Board finds, is a constant and most important 
force in the market, to such an extent as to make it ex- 
tremely difficult to obtain prices which would absorb the 
tax. 

“The statistical analysis discloses that ‘profits are ordi- 
narily sought and ordinarily realized by increasing the vol- 
ume of production per unit of capital, although in this man- 
ner the margin of profit on sales is decreased. It is evident 
from the facts regarding the sales, profits and capital in 
industry and trade that sales at a price close to the cost 
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of production, and thus free of a profit tax, are the the 
dominant element in determining prices in a competitive 
market,’ the Board concludes. 

“The likelihood of an indirect shifting of the corporation 
income tax, through eventually higher prices resulting from 
reduced production caused by diversion of capital from in- 
dustries where profits have been highly variable or uncer- 
tain, is unsupported by evidence, the Conference Board 
finds. The study of capital investment in various industries 
discloses no diminution of reinvestment of earnings or de- 
cline in the flow of new capital into industries where the 
rate of return on capital was slightly less or the variability 
of profits greater than the average. 

“The analysis of corporation sales, profits and capital in- 
vestment which is being made to establish the incidence of 
the corporation income tax, is yielding as a by-product 
many valuable data on the turnover of capital and the varia- 
tions of profits and their relations to sales and investment in 
different divisions of industry and in other lines of corpo- 
rate business. The following are a few of the incidental 
findings which have thus far resulted from the analysis: 

“(1) An examination of the rate of turnover indicates 
that generally in the face of losses there is a tendency to at- 
tempt to transform losses into gains by increased volume 
rather than to curtail the volume of business. 

“(2) A tendency to expand the volume of business to a 
point where price drops to the level of production cost was 
found. The largest producers sell nearest to cost of pro- 
duction, thus functioning as accelerators of, rather than as 
obstacles to, the free play of competition. 

“(3) There is no normal profit rate which is maintained 
over a period of time but, on the contrary, the study of 
facts reveals the exceedingly variable character of profits 
and the uncontrollable element of risk which affect them. 

“(4) A comparison of the rate of profit on sales between 
industries revealed surprisingly great differences; the annual 
rate of turnover of capital likewise varies widely between 
industries, tending to equalize the income yield on investment 
between industries. 

“(5) Manufacturing profits were found to have varied 
over a range of 134 per cent of the 1925 total profit volume 













x. 


*: = 7 =—S= ~ 
Cartton Hotel 
Sixteenth and K Streets NW. 

Washington, D.C. 


Continental distinction and Service 


RATES 
Single Room withBath 45.6.7 
Double Room with Bath *8.10.12 
Parlor Bedroom and Bath 'Supward 
Larger suites in proportion_, 
ALL OUTSIDE ROOMS 










CA notable addition to the Nation's Capital 










































VHE NATIONAL INCOME TAX MAGAZINE 145 


during a period of seven years, the index of profits during 
1918-1925 fluctuating between—3.3 and 131.1. 

“In addition to the statistical analysis, 10,000 corporation 
executives were questioned as to the possibilities and the 
practice of shifting the income tax to the consumer. The 
evidence obtained is in accord with the results of the statis- 
tical analysis; it furthermore disclosed that it is common 
practice among corporation executives not to attempt to 
shift the tax.” 


6 & rs Division of Investigation of the Joint Committee on 
Internal Revenue Taxation continues activities, presum- 
ably in preparation for a comprehensive revision of the in- 
come tax system next year or the year following. The 
Committee’s report to the Senate as of March 1 showed that 
the following reports had been completed at that date: (1) 
Plan of Procedure; (2) Depletion, Oil and Gas Wells; (3) 
Evasion of Surtaxes by Incorporation; (4) State and Local 
Taxes; (5) Capital Gains and Losses; (6) Earned Income; 
(7) Consolidated Returns; (8) Installment Sales; (9) Inter- 
est; (10) Board of Tax Appeals Statistics; (11) Deprecia- 
tion; (12) Refunds, Credits and Abatements from March 1, 
1927 to November 1, 1927. The latter report has not yet 
been released by the Committee. , 

The following subjects were under investigation but not 
completed on March 1: the income tax on companies; 
depletion of metal mines; depletion of coal mines; special 
investigations; earned income (revised report); refund, 
credits and abatements (Nov. 1, 1927 to March 1, 1928); 
graduated tax on individuals; special advisory committee; 
administration; and statistics. 

Subjects which have been approved for investigation but 
on which work has not been started are: inventories; for- 
eign corporations; gifts and trusts; gain or loss on property 
exchanges; reorganizations; and net losses. 

Other subjects recommended for investigation by the 
Joint Committee are: simplification of capital gains and 
losses; depreciation, and depletion provisions; fiscal year 
returns; nonresident alien individuals; inequities of the pres- 
ent law and suggested remedies. 
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N ANTICIPATION of the initial session of the Senate 

Finance Committee on April 3 to consider revenue legis- 
lation, speculation as to the probable tax cut was revived 
in the closing week of March. 

At this writing (March 28), reports emanating from the 
Treasury Department were that Secretary Mellon would not 
approve a reduction of revenue in excess of $225,000,000. 
Although collections on income tax returns due on March 
15 were more satisfactory than had been expected, accord- 
ing to preliminary tabulations, appropriations by Congress 
in excess of budget estimates were assigned as the reason 
for holding the $289,000,000 reduction in revenue provided 
by the House bill to be excessive. 

White House statements have indicated that Secretary 
Mellon’s recommendations will meet with the approval of 
President Coolidge, and, further, that if the tax bill received 
from Congress jeopardizes a balanced budget it will be 
vetoed. 


Court Decisions 


Additional ZTaxes—Assessment—Pleading of Statute of 
Limitations.—An assessment against a partnership, the suc- 
cessor to a corporation, which dissolved in 1919, for addi- 
tional 1918 taxes due from the corporation is invalid under 
the 1921 Act, in the absence of language clearly including 
the partnership in the class upon which the tax was imposed 
or permitting assessment thereof against one related to the 
taxpayer as the partnership was. 

The statute authorizing distraint for taxes contemplates 
distraint and sale of goods and chattels of the delinquent 
taxpayer, not the property of someone other than the tax- 
payer. 

A taxpayer is not prevented in a suit for recovery of taxes 
from pleading the bar of the statute of limitations by the 
failure specifically to mention it in his claim for refund, 
where such claim plainly disclosed that a suit or proceeding 
for collection of the tax was barred—Decision of United 
States Circuit Court of Appeals, Fifth Circuit in Dreyfuss 
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Dry Goods Company v. D. Arthur Lines, Former Collector, 
No. 5101. 


Banks, Taxation of—A New Jersey bank may deduct 
taxes for 1917 imposed on its capital stock within the mean- 
ing of the Federal act and paid by it where, pursuant to the 
New Jersey Act, it elected to become the taxable, with- 
out any right over against its shareholders.—Decision of 
Circuit Court of Appeals, Third Circuit, in Frank C. Fer- 
guson, Late Collector, v. Fidelity Union Trust Company, No. 
3621. 


Depreciation of Oil Leases.—-Deduction claimed for de- 
preciation on oil lease and equipment as an entirety allowed, 
without segregation of the values of the oil lease and of the 
equipment.—U. S. District Court, W. D. Louisiana, Shreve- 
por Div. in Mrs. Alma Foster Atkins v. J. O. Bender, Collector, 
No. 1618, at Law. 

Dividends, Taxability—A dividend payable out of sur- 
plus accrued prior to March 1, 1913, declared August 3, 1917, 
and paid August 25, 1917, is exempt from tax under the 
proviso in Sec. 31 (b), Act of 1916, as amended by Sec. 
1211, Act of 1917, the date of declaration governing under 
such proviso, and not the date of payment.—Decision of 
U. S. District Court, W. D. of Penn. in Ralph W. Harbison 
v. C. G. Lewellyn, Former Collector, No. 3233 Law. 

Excise Taxes.—Excise tax on sales of jewelry by a dealer 
under Acts of 1918 and 1921 held applicable to transfers of 
jewelry as premiums in redemption of coupons issued with 
each purchase of plaintiff's soap products. The selling 
price upon which the tax should be computed is the fair 
market value of the articles when transferred.—Decision of 
Court of Claims of the United States in Colgate & Com- 
pany v. The United States, No. F-101. 

Exchanges of Property.—The transfer to a corporation of 
(a) a half interest in an oil lease, and (b) a process, for 
cash and bonds of the corporation was held to be a sale 
and not an exchange resulting in taxable gain to the trans- 
feror.—U. S. District Court, W. D. Louisiana, Shreveport 
Div., in Mrs. Alma Foster Atkins v. J. O. Bender, Collector, 
No. 1618 Law. 
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Federal Estate Tax.—The value of a residuary estate to 
charitable purposes following a life estate is taxable as part 
of the net estate, where the testator gave to his wife the 
use of the estate for her natural life with authority to sell 
and dispose of any real estate as she might deem to be for 
the best interest of the estate, and gave certain sums for 
charitable purposes from the balance of the estate at the 
death of the life tenant——Court of Claims of the United 


States in Ithaca Trust Company, Executor, v. The United 
States, No. F-82. 


The record establishes that the decedent died from a dis- 
ease contracted while in military service, and his estate is 
exempt under Sec. 401, Acts of 1918 and 1921.—Decision 
of Court of Claimis of the United States in Maude M. Mon- 
ell, Executrix, v. The United States, No. H-282. 

Income Derived from Exports—A New York corpora- 
tion is subject to the tax imposed by the Act of 1918 upon 
income derived from the purchase of articles within the 
United States and the exportation of such articles to coun- 
tries foreign to the United States, such tax not being un- 
constitutional (1) as discriminatory because Porto Rico 
and Philippine Island corporations doing a similar business 
are not subject to the tax under the same Act, nor (2) as a 
burden upon its export ee Court, S. D., 
New York in Neuss Hesslein & Co., Inc., v. William H. Ed- 
wards, as Collector Internal Revenue, for the Second District of 
New York. 

Insolvents, Tax Claims Against—Upon petition by the 
receiver of the taxpayer for instructions as to the validity 
of a claim for additional taxes for 1920 resulting from the 
Commissioner’s disallowance of a deduction for a debt due 
from a debtor with no assets except a claim against another 
corporation which he assigned to his creditors in 1921, and 
which was finally adjudicated in 1927, the court directed 
that the present value in 1920 of the amount received in 
1927 be added to 1920 income, and the tax computed ac- 
cordingly. 

The United States is entitled to priority for taxes asserted 
against an insolvent corporation which had consented to a 
receivership. 

The exemption of insolvent estates from the interest and 
penalty provisions of the 1918 Act [Sec. 250 (e)] for failure 
to pay a tax when due does not necessarily imply that the 
claim for ordinary interest is waived.—U. S. District Court, 
District of Mass. in The Sawyer Tanning Company v. C. G. 
O’Keefe Shoe Company on receiver’s petition for instructions 
as to United States tax, Equity 1124. 

Insurance Companies.—A corporation empowered to in- 
sure its members against loss of and damages to jewelry 
of various kinds, etc., received no income within the mean- 
ing of the 1916 and 1917 Acts from deposits which insured 
members were required to make of an amount estimated to 
cover losses and expenses of the year, and from the interest 
thereon, the balance of which after the payment of losses 
and expenses, was returned to the members. 

A corporation organized to insure its members against 
loss of and damages to jewelry of various kinds, etc., the 
cost of such insurance being met from deposits made by 
the members in advance, is subject to the premium tax im- 
posed by Sec. 504, Act of 1917.—Decision of Circuit Court 
of Appeals, Second Circuit, in Jewelers’ Safety Fund Society 
v. William H. Edwards, Collector, affirming decision of Dist. 
Court, So. Dist. of New York. 

Insurance Premiums, Deductible—Premiums paid by the 
insured on life insurance policies payable to his estate, 
taken out and assigned to a creditor at its request as col- 
lateral for a loan are not deductible under the 1918 and 1921 
Acts from the gross income of the insured, since he is di- 
rectly or indirectly a beneficiary under the policy.—United 
States Circuit Court of Appeals, Third Circuit in Edward 
E. Rieck v. D. B. Heiner, Collector, No. 3677. 

Interest on Over-Assessment, Suit for.—Suit for interest 
on an over-assessment for the fiscal year 1918 claimed to be 
payable under Sec. 1019, Act of 1924, credited on January 
28, 1926, against an additional tax for the fiscal year 1919 
may be maintained only against the United States and not 
against the former collector in person to whom the tax was 
paid.—Decision of U. S. District Court, W. D. Penn. in 
Penn Smokeless Coal Company, a Corporation, v. C. G. Lewel- 
lyn, formerly Collector, No. 3791 Law. 
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Interest on Refund of Taxes, Suit for—Suit for interest 
on refund of taxes made April 7, 1924 claimed to be pay- 
able under Sec. 1019, Act of 1924, may be maintained only 
avainst the United States and not against the former col- 
lector in person to whom the tax was paid.—Decision of 
U. S. District Court in French Clay Blending Company, a 
Corporation of Delaware v. C. G. Lewellyn, formerly Collector, 
No. 3184 Law. 

Interest on Tax Due On Amended Return.—Interest is 
collectible, under Sec. 250 (b), Act of 1921, upon a tax 
shown to be due upon an amended return, paid voluntarily 
and without assessment before examination and audit of the 
taxpayer’s original return by the Commissioner.—Circuit 
Court of Appeals, Second Circuit, in Union Pacific Railroad 
Company v. Frank K. Bowers. j 

Inventory Valuations.——A return for the calendar year 
1917 was held to correctly reflect income where the tax- 
payer took a physical inventory on May 3lst and ruled off 
the books as of May 3lst but used a December 31, 1916, 
opening inventory and a December 31, 1917, closing inven- 
tory taken at cost, which was lower than market, based on 
invoices and accurate accounting data and including a phy- 
sical count of small stores, which inventories were taken in 
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accordance with its uniform practice since 1907 of sub- 
mitting, monthly, to its Board of Directors a comparative 
balance sheet which necessitated a monthly inventory.— 
District Court of the United States, W. D. Penn. in Pitts- 
burgh Bridge and Iron Works, Inc., a Corporation, v. D. B. 
Hewner, Collector. 

Invested Capital—Invested capital should include the 
=" construction of a coal mine beyond a profitable 
depth. 

The value of houses erected as living quarters for mifiing 
employees to be included in invested capital should not be 
limited to the cost as shown by the taxpayer’s books, which 
did not disclose the cost or value of all the materials used, 
but the value of such houses as a whole should be con- 
sidered.—Circuit Court of Appeals, Fifth Circuit, in Black- 
- — Coal Company, et al. v. United States of America, 

o. 5138. 


Invested capital for 1917 to 1920 may not include good 
will claimed to have been acquired for stock for which, as 
such, no capital stock was issued.—Decision of Court of 
Claims of the United States in The Frank H. Stewart Elec- 
tric Company, a Corporation, v. The United States, No. F-299. 

Jeopardy Assessments—Relief by Injunction—An in- 
junction to restrain the collection of a tax by distraint may 
not be maintained where an appeal has been taken to the 
Board of Tax Appeals against a jeopardy assessment made 
under Sec. 279 (a), Act of 1926, unless a bond has been 
filed with the Collector within ten days after the notice, 
as provided in Sec. 279 (f), the pendency of the appeal to 
the Board not operating as a stay.—U. S. District Court, 
E. D. of Penn. in Abraham Salikof v. Blakely D. McCaughn. 

Payments in Compromise, Recovery of.—Sum paid in 
compromise of penalties where the terms of the compromise 
referred to violations of the Revenue Act of 1916 requiring 
certain returns by proprietors of “bonded premises” which 
had been repealed at the time of the alleged violations in 
1919, were held not recoverable because the Revenue Act 
of 1918 then in force contained materially the same pro- 
visions.—Decision of Court of Claims of the United States 
in California Wine Assn. of New York, Inc. v. The United 
States, No. E-115. 

Personal Service Classification—Where stockholders of 
an insurance agency owning 80 per cent of the stock were 
regularly and actively engaged in the business of the cor- 
poration, the percentage is large enough to constitute the 
owners thereof the principal stockholders, and the corpo- 
ration, fulfilling the other statutory requirements for per- 
sonal service classification for 1919 and 1920, is held to be 
a personal service corporation.—Decision of Circuit Court 
of Appeals, Fifth Circuit in Harry S. Kaufman, Limited v. 
Commissioner of Internal Revenue. The decision of the Board 
of Tax Appeals was reversed and the cause remanded for 
further proceedings not inconsistent with the opinion. 

Procedure in Suits for Recovery of Taxes.—Petitions al- 
leging an overpayment of taxes for 1919 and the amount 
thereof, that a claim for refund had been filed and that six 
months had elapsed and the Commissioner had neither al- 
lowed nor rejected such claim, held to have stated the ulti- 
mate facts sufficiently. Motion to dismiss for want of juris- 
diction denied. 

With reference to the Government’s contention that the 
taxpayer may not sue in the courts for an overpayment of 
tax until he has first presented his claim to the Board cf 
Tax Appeals and has there been denied relief, the Court 
said: 

“If a taxpayer must go to the Board of Tax Appeals to 
recover an overpayment, before applying to the District 
Court, it would practically nullify Sec. 1113 of the Act of 
1926. By the terms of the Act decisions of the Board of 
Tax Appeals are final unless reversed, on appeal, by the 
Circuit Court of Appeals, or by the Supreme Court. It 
would appear to be manifest that the right given by Section 
1113 to apply to the District Court would be of no avail, 
if it could only be exercised after the Court of Appeals, or 
the Supreme Court has decided the case. The whole act 
is designed to separate deficiency claims from claims for 
refunds; deficiency claims now go through the channel of 
the Board of Tax Appeals to the Court of Appeals; while 
claims for refund continue to go through the District 
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Courts.” District Court of United States, District of 
Kansas, First Division, in The Elmhurst Investment Com- 
pany V. The United States of America. The Orlando Pe- 
troleum Co. v. The United States of America. 

Property Sales, Gain or Loss from.—The Commissioner’s 
determination as to the amount of adjustment for deprecia- 
tion of the statutory basis in determining gain or loss on 
sale of property is prima facie correct, and book entries as 
to depreciation, alone, do not overcome the presumption of 
correctness.—United States Circuit Court of Appeals, Third 
Circuit, in Edward E. Rieck v. D. B. Heiner, Collector. No. 
3677. 

Recovery of Income Taxes.—No protest is necessary for 
the recovery by suit of income taxes erroneously paid for 
1918, under the applicable acts (reference was made to Secs. 
252 and 1316 (a), Act of 1918, Sec. 1014 (a), Act of 1924).— 
Decision of the Court of Claims of the United States in 
Farmers Loan & Trust Company, George Arents, Jr., et al., 
Executors, v. The United States. No. D-218. 

Refund—Allocation When Paid Upon Consolidated Re- 
turn.—Refund of taxes paid upon a consolidated return for 
1920 upon the Commissioner’s determination that each sub- 
sidary should have made its own return should be allocated 
to the subsidiaries in the proportions respectively in which 
they contributed to the tax, and should not be applied 
against the liability of one of the subsidiaries which had the 
least assets and against which the Government had asserted 
the largest claim. 

Action upon claims of the United States for 1918 taxes 
was postponed until a waiver and evidence of an assess- 
ment claimed to have been made were produced. 

The Government has six years for collection of 1919 
taxes, assessed March 5, 1925, within the period of the 
statute of limitations on assessments.—District Court, E. D. 
Ken., in The West Virginia Rail Company v. Jewett Bigelow 
& Brooks Coal Company, et al. 

Rents Received Under Testamentary Trust—Rents from 
mining properties received in accordance with the terms of 
a testamentary trust by which the rents due an estate under 
an agreement entered into prior to March 1, 1913, demising 
to another all the coal in place in consideration of monthly 
rents were to be paid to designated beneficiaries, consist of 
a return of capital representing coal in place and taxable 
income and are not proceeds from the sale of assets by the 
grantor.—Circuit Court of Appeals, Third Circuit, in Kate 
W. Rosenberger v. Blakely D. McCaughn, Collector. No. 3700, 
October term, 1927. 


Review of Board Decisions—Jurisdiction of Court of Ap- 
peals.—A Circuit Court of Appeals has no jurisdiction un- 
der Sec. 283 (j), Act of 1926, to review a decision of the 
Board of Tax Appeals, where an appeal was heard before 
the Board on February 16, 1926, at which time the evidence 
in the case relating to the merits of the controversy was 
introduced, the hearing then closed, and permission given to 
the respective parties to submit written briefs by March 15, 
1926, which was done, the Board rendered its opinion Octo- 
ber 26, 1926, and entered an order or decision on February 
5, 1927, the mere filing of briefs after February 26, 1926, 
the date of the enactment of the 1926 Act, not altering the 
state of the record.—United States Circuit Court of Ap- 
peals, First Circuit, in David H. Blair, Commissioner v. 
Maurice J. Curran. 


Returns—Choice of Joint or Separate Recovery of Tax 
on Joint Return.—The statutory right of choice as to the 
fling of joint or separate returns for 1923 by a husband and 
wife is exhausted on expiration of the time for filing returns. 

Both husband and wife properly join in a suit for re- 
covery of a tax assessed on a joint return.—District Court 
of United States, N. D. of Georgia, Atlanta Div., in John 
W. Grant, et al., v. J. T. Rose, Collector. 

Taxable Gains——Amount received in 1921 and in 1922 in 
payment of non-interest bearing notes payable in 40 equal 
annual installments, secured by a mortgage on the property 
and by a guaranty of another corporation, received in a 
sale of mineral property in January, 1913, is taxable on the 
excess of the amount received over the March 1, 1913, value 
of the notes. (Order of Board of Tax Appeals affirmed.)— 
Decision of Circuit Court of Appeals, Seventh Circuit, in 
Francis S. Kosmerl v. Commissioner. 
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Taxable Income.—An amount given and bequeathed by 
will to decedent’s son as compensation as executor and 
trustee “in full for services as executor and trustee” is tax- 
able income to the executor and is not an exempt gift.— 
District Court of United States, N. D. of Georgia, Atlanta 
Div., in John W. Grant, et al., v. J. T. Rose, Collector. 

Waivers—Extension of Limitation Period.—Collection of 
taxes for 1919 is not barred where assessed and paid in 
1926 within the limitation period on assessments provided 
under the 1924 Act as extended by a waiver signed in 
December, 1924.—District Court, W. D. of Louisiana, 
Shreveport Div., in Mrs. Alma Foster Atkins v. J. O. Bender, 
Collector. No. 1618. At Law. 


Significant Decisions of the Board of 
Tax Appeals 


Business Income, Evidence of.—Where petitioner’s books 
and accounts have been lost, work sheets and office copies 
of reports of accountants who made a monthly audit of 
such books during the taxable year held to establish the 
business income.—Aaron Samuelson, Executor, v. Commis- 
sioner, Dec. No. 3573 (C. C. H.), Docket Nos. 6577, 12429. 


Gain or Loss on Property Sales—Where taxpayer leased 
for the term of 99 years a plot of ground on which stood a 
building and where under the terms of the lease the lessee 
was to raze the building and erect a more costly one and 
where the lessee, after paying the rent for one year, for- 
feited his rights, and the taxpayer recovered possession in 
1923 and in the same year sold the property; Held, that a 
loss was not sustained in the year the building was razed, 
but that in computing the gain from the sale, the depreciated 
value of the old building, less 1/99th of the depreciated 
value recovered, was a part of the cost of the property.— 
Oscar K. Eysenbach v. Commissioner, Dec. No. 3553 (C. C. H.), 
Docket No. 21107. 


Income.—Petitioner, the proprietor of an automobile 
business and the owner of certain real and personal prop- 
erty not connected with said business, decided to form a 
corporation and transfer to it his automobile business and 
other property as of July 1, 1919. He had the books of the 
business closed as of June 30, 1919; carried forward the 
balances and set up on the books the value of the other 
property as of July 1, 1919, for the continuation of the 
business and use of the other property for the benefit of 
the proposed corporation. The corporation was incorpo- 
rated on August 18, 1919, and on August 22, 1919, petitioner 
entered into a written contract_to sell the said business and 
other property to the corporation for its capital stock. Held, 
that the income, derived from said business and other prop- 
erty during the period from July 1, to August 22, 1919, was 
the income of this petitioner under authority of the Board’s 


decision in Peter W. Rouss, Dec. 1553, 4 B. T. A. 516. Held, 
further, in thé absence of evidence as to the amount of said 
income, that the net income for the six months’ period 


from July 1, to December 31, 1919, as shown by the cor- 
poration’s books maw be allocated to petitioner on the basis 
of the proportion of 52/184ths——C. C. Coddington v. Com- 
missioner, Dec. No. 3538 (C. C. H.), Docket No. 8631. 

Invested Capital—Amounts expended in prior years for 
materials and labor in the manufacture of tools, dies, etc., 
charged off to expense, are to be restored to capital account 
for the purposes of computing invested capital. 

In computing cost of such items, overhead expenses, such 
as unproductive labor and taxes, which are properly taken 
as deductions in computing taxable income for the year 
when expended, are not to be included.—Milwaukee Brass 
Manufacturing Co. v. Commissioner, Dec. 3588 (C. C. H.), 
Docket Nos. 3424, 13542, 21204. 

Invested Capital— Upon an admission by respondent (the 
Commissioner) that $300,000 par value of stock was issued 
and the presumption that the petitioner has kept within the 
law requiring that capital stock may be issued only for 
money, petitioner has made out a prima facie case, and in 
the absence of evidence in rebuttal, is entitled to this 
amount as paid-in invested capital—The Washington Post 


Company v. Commissioner, Dec. No. 3620 (C. C. H.), Docket 
No. 8085. 
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Valuation of Secret Processes 

The petitioner is a consolidation of three former com- 
panies using the then newly discovered methods of so- 
called three-color printing. The consolidated company ac- 
quired all the assets and good will of the former com- 
panies together with a ten-year agreement on the part of 
eight persons constituting the officers and boards of direc- 
tors of the former companies contracting to stay with the 
consolidated company and not to engage in any competing 
business in the United States or Canada for a period of 
ten years. Held, that under the circumstances the consoli- 
dated company acquired an intangible asset of substantive 
value of a nature includable in invested capital under the 
provisions of Section 326 (a) (4) and (5) of the Revenue 
Acts of 1918. 

The petitioner acquired certain land and buildings and 
later demolished such buildings at a then estimated unex- 
hausted cost of $8,841.79 and thereupon erected new and 
larger buildings. Held, that the unexhausted cost of the 
buildings demolished should have been added to the cost 
of the new construction and retained in invested capital 
and recovered through depreciation in following years.— 
American Colortype Co. v. Commissioner, Dec. No. 3682 (C. C. 
H.), Docket No. 7901. 


Where it is shown that the true surplus of a corporation 
is not overstated on the books of a corporation as of the 
beginning of a year, all of that surplus (whether paid in or 
earned) must be included in the corporation’s invested capi- 
tal for the beginning of the year.—Ross-Spiller Glove Com- 
pany v. Commissioner, Dec. No. 3691 (C. C. H.), Docket No. 
10212. 

Jurisdiction of the Board.—The Board has jurisdiction of 
a proceeding instituted within 60 days after the mailing of 
a letter to the petitioner from the office of a Collector of 
Internal Revenue, when such letter is the notification of 
the rejection of a claim in abatement and constitutes a 
final determination of a deficiency—The Dunson Mills v. 
Commissioner, Dec. No. 3642 (C. C. H.), Docket No. 6330. 


Property Exchanges.—The decedent subsequent to March 
4, 1923, exchanged shares of stock which she held for in- 
vestment for other shares of stock. The Board held that 
she realized taxable gain even though she and the other 
party to the exchange had prior to march 4, 1923, agreed 
to make such exchange. 

With reference to this transaction the opinion (Milliken) 
says: “* * * Under Section 202 (c) (1) of the Revenue 
Act of 1921 as first enacted this exchange would not have 
been subject to income tax but by the amendment of March 
4, 1923, exchanges of stocks and bonds were expressly ex- 
cluded from the exemption from taxation which had ob- 
tained under Section 202 (c) (1) as originally enacted. This 
amendment was by its terms effective as of January 1, 1923; 
the exchange of stocks did not take place until after March 
4, 1923. Whether it was within the power of Congress to 
make the amendment retroactive so as to affect transac- 
tions occurring before the date of its passage is not before 
us, since the transaction which we are considering occurred 
after the amendment was passed. There is some evidence 
that the parties had orally agreed to make the exchange 
“along the latter part of February or first of March,” but 
that is not material here; the statute refers to an exchange 
of property, not an agreement to make an exchange at 
some future time. We think that under Section 202 (c) (1) 
of the Revenue Act of 1921 as amended by the Act of 
March 4, 1923, the exchange in question is not a non-taxable 
exchange of property and we so hold.—Ralph A. Applegate, 
Executor, v. Commissioner, Dec. No. 3542 (C. C. H.), Docket 
No. 7970. 

Reserve for Bonus to Employees—Deductions for.—An 
amount set up out of earnings as a reserve for bonus, to be 
paid to employees who continued as such at the time when 
payment should be made in the succeeding year, the amount 
of the reserve being based on the payroll of the year when 
set up and the amount of payment to be made being based 
upon the payroll of the succeeding year, held to be a reserve 
to meet a liability not yet incurred. 

The amount of such a reserve eld not deductible in com- 
puting taxable income of the year when set up.—Western 
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States Envelope Co. v. Commissioner, Dec. No. 3576 (C. C. H.), 
Docket No. 5653. 

Statute of Limitations—The petitioner filed its return for 
the fiscal year 1918 on June 15, 1919. On February 12, 1924, 
it and the Commissioner signed a consent for the determina- 
tion, assessment and collection at any time prior to June 
15, 1925. On January 19, 1925, a consent in writing was 
signed by both petitioner and the Commissioner extending 
the time for assessment to December 21, 1925, or, if an 
appeal were filed with the Board, an additional period, and 
on March 3, 1926, another consent was signed extending the 
time for assessment for another period of a year, or until 
six months after the Board’s final decision, the petition in 
this proceeding having been filed February 9, 1926, and the 
deficiency notice having been mailed December 12, 1925. 

The Board held that the assessment and collection of the 
tax is not barred by the statute of limitations—Sunshine 
Cloak & Suit Company v. Comunissioner, Dec. No. 3600 (C. C. 
H.), Docket No. 11810. 

In Farmers Feed Co. v. Commissioner, Dec. No. 3626 (C. C. 
H.), Docket No. 12398, the Board held that where, on the 
pleadings, a prima facie showing is made that collection of 
a deficiency is barred by the statute of limitations provided 
in Section 250 (d) of the Revenue Act of 1921, the burden 
of pleading and proving any existing exception which would 
remove the case from the operation of the statute is on the 
respondent. 

Id. It appearing from the pleadings that the statute of 
limitations has run against the collection of the deficiency 
for 1917, and respondent having failed to show that any of 
the exceptions to the statutory period are applicable, held, 
collection is barred. 

Trust, Classification as—Land was purchased by ten per- 
sons, three of whom held the title in trust and managed 
the property under an agreement for a specific purpose. No 
corporate forms or methods were used in the holding and 
management of the property nor did the beneficiaries have 
any control of the trustees or the trust property. Held, the 
trust was not an association within the meaning of the 
Revenue Acts of 1918 and 1921.—Max Wolf, et al., Trustees, 
v. Commissioner, Dec. 3562 (C. C. H.), Docket No. 6149. 

Trusts, Taxation of—Petitioner in 1920 sold certain im- 
proved real estate which was a part of the trust of which it 
was trustee. In determining the gain derived from the sale 
thereof, the Commissioner reduced the March 1, 1913, value 
of the property sold by the amount of depreciation sustained 
from March 1, 1913, to the date of sale. The petitioner, as 
fiduciary, did not in its réturn for any year claim deprecia- 
tion on the property. Held, that the Commissioner’s de- 
termination must be approved.—The Pennsylvania Company, 
Trustee, Estate of Joshua B. Lippincott, Deceased, v. Commis- 
sioner, Dec. No. 3484 (C. C. H.), Docket No. 10442. 


Treasury Rulings 


Estates and Trusts.—A life beneficiary to whom income 
of a trust created by will is distributed is not entitled to 
deduct therefrom an allowance for depreciation of the cor- 
pus of the estate under the Revenue Act of 1918—T. D. 
4136:VII-12-10. Based upon the decision of the U. S. 
Court of Claims rendered on Nov. 7, 1927, in Mary Rox- 
burghe v. The United States (not yet reported). 

Exempt Income—Executor’s Fees.—Where a testat6ér 
provides that his executor “shall receive in full payment 
for all commissions, percentages, and allowances by statute 
or otherwise for acting as executor of this my will, the sum 
of $50,000,” the amount so received by the executor is not 
exempt as a gift or bequest within the provisions of Sec- 
tion 4 of the Revenue Act of 1916, as amended by Section 
1200 of the Revenue Act of 1917, but is taxable income 
under Section 2 (a) of the Revenue Act of 1916, as amended 
by Section 1200 of the Revenue Act of 1917, as compensa- 
tion for services as executor.—T. D. 4132:VII-9-10. 


Property Acquired by Gift, Basis for Gain or Loss.—The 
basis for determining the gain or loss from the sale or 
other disposition of property acquired by a gift made in 
contemplation of death is the fair market value of the 
Property at the date of acquisition by the donee——G. C. M. 
3098: VII-11-6. Revenue Act of 1924. 
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The McM Type of Book is the original book used for typewriting 
records. 


It has the appearance of a bound book, but the sheets may be 
removed for typewriting and returned to the book. 


It has been made for more than a quarter of a century and is 
the pioneer. 


It is used by Corporations, Federal Courts, State Courts, County 


and Municipal Courts, etc., for official records. Its legality is 


established. 


Two Types of Minute Books Are Made: 


Those with plain sheets and those having a “McM” watermark 
in each sheet and a special signature on each sheet of a book 
which is never duplicated in another book or on another sheet. 


These “McM” sheets are guarded against duplication as bonds 
or stock certificates. 


In One Recent Transaction More Than 
ONE MILLION DOLLARS 
Was Saved by These Safeguard “McM” Sheets 


MINUTE BOOKS ARE MADE IN EIGHT STYLES OF 
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Waiver by Guardian in Illinois—Under the law of the 
State of Illinois the relationship of guardian and ward 
ceases at the time the ward reaches his or her majority, 
and a waiver of the statute of limitations executed there- 
after by the former guardian, as such, is not the waiver 
contemplated by Section 284(g) of the Revenue Act of 
1926.—G. C. M. 3180: VII-12-7. 


Tax Liability on Installment Sales 

of Real Estate 
(Continued from page 140) 
payer engaged in the real estate business is not per- 
mitted to inventory real estate which is held for sale 
for the purpose of calculating net income subject to 
Federal income tax.”** It thus appears that property 
holdings of real estate dealers are excluded from in- 
ventories and at the same time denied classification as 
capital assets. 

Residential property is included within the definition 
of capital assets; hence a taxpayer (other than a cor- 
poration) selling such property at a profit may elect to 
be taxed under the capital gains provisions of the law.” 

The capital net gain provisions are equally applicable 
to real estate sold on the installment plan. I. T. 1737, 
II-2 C. B. 44 states: 


The tax on that part of the total net gain derived from the 
installment sale of real estate which is applicable to the year 
for which the return is made may be computed in accordance 
with the provisions of Section 206.76 


The ruling would, manifestly, not apply to dealers in 


24C, D. 848, 4 C. B. 47. 
Article 1651 of Regulations 69. 
26Section 206 of the Revenue Act of 1921 corresponds to 


Section 208 of the 1926 law, relating to the taxation of capital 
gains and losses, 
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real estate nor to those selling property which was held 
“primarily for sale.” It should be noted in this con- 
nection that Section 208 of the Revenue Act purports 
to tax “capital net gains,” whereas under the install- 
ment sales regulations it is the “gross profit” that is 
subject to the tax. These two taxable bases are, of 
course, not interchangeable but there is no official ex- 
pression of opinion reconciling this inherent difference. 

With respect to losses sustained on the sale of capital 
assets, the taxpayer may deduct 12%4 per cent of the 
“capital net loss” provided the resultant tax is not less 
than the total tax computed without regard to the. capi- 
tal net loss provision. 

Thus far, the subject of capital gains and losses has 
been discussed insofar as it affects the sale of real 
estate. The statutory determination of capital net gain 
or loss, the computation of taxes thereon, the effect of 
capital gains and losses upon statutory net losses and 
many ramifications of this subject must be reserved to 
a general treatise on the income tax law. 


Residence and Domicile in Connection 


With State Income Taxes 
(Continued from page 134) 
noted that such residence was in a sense the original 
domicile. 

Hetty Green was born in 1834 and was married in 
1867 to Edward H. Green of Bellows Falls, Vt. In 
1879 Mr. Green purchased a residence at Bellows Falls 
and he and his wife spent a portion of each summer 
there until his death in 1902. From that time forward, 
for some fourteen years, Mrs. Green spent most of her 


ACCOUNTANCY 


UNIVERSITY COURSE IN 
BUSINESS AND PROFESSIONAL ACCOUNTING 


Secure, through Home Study, in your own spare time, and at very nominal expense, the iden- 
tical complete training in Accountancy as is given in day and evening classes of the greatest 


Universities. 


This Complete Accounting course has been very successfully used by a number of leading 
Universities for many years. It is the result of a great many years of practical experience, 
and of study and research work of the country’s leading Certified Public Accountants. 


Our plan of supplying instruction applicable for prac- 
tical business purposes and the methods of training are 
based on thirty-three years of actual experience in the 
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Our complete accounting course, covering all branches 
of accounting, prepares you for executive and cost ac- 
counting, government auditing, or for C. P. A. Degree. 
In the event that a graduate taking the C. P. A. exami- 
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ful in passing. This special individual C. P. A. instruc- 
tion and coaching is based upon actual questions and 
problems given in various State examinations. Unlim- 
ited consultation service and privileges on training and 
on position held by student. 





All coaching is done, and all papers are graded, by 
Certified Public Accountants only. Many other special 
features go further to make our course and service 
most exceptional and successful. 
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time in New York. She spent a considerable portion 
of each summer in Bellows Falls until her daughter’s 
marriage in 1909 and after that her visits lasted only a 
few weeks. She had no fixed home in New York and 
lived much of her time in Hoboken, although she was 
careful not to be there more than six months in any 
one year. As she owned or at least controlled numerous 
apartment buildings she was accustomed to occupy 
unrented rooms until a tenant could be found. In spite 
of her very extensive business interests in New York 
and her brief and infrequent visits to Bellows Falls, 
the latter place was held to be her domicile.** 

The foregoing cases, while relating chiefly to Estate 
Taxes, would apply equally to questions arising under 
the income tax laws. At any rate, they tend to illus- 
trate the extent to which the courts are compelled to 
decide each case according to its peculiar circumstances 
rather than upon fixed and inflexible principles of law. 


187n re Green’s Est., 164 N. Y. Supp. 1063. 


Do “Securities” Include Notes Under 


Section 203? 
(Continued from page 135) 


after a relatively long period, such as five years or more, 
bearing interest coupons or being registered, etc. The or- 
dinary promissory notes of corporations, although technical- 
ly included in the term “securities,” would seem not to be 
within the intended scope of these provisions. 

As no authority is given for the conclusion arrived 
at in the last sentence of the above comment, and as 
there appears to be no reference to this matter in the 
legislative history of the act or prior acts, this con- 
clusion is open to question, particularly in view of the 
following definitions of “security” appearing in sev- 
eral decided cases: 

Security is something which makes the enjoyment or 
enforcement of a right more secure or certain. A security 
on property is where a right over property exists, by virtue 
of which the enforcement of a liability or promise is facili- 
tated or made more certain. (First National Bank of 
Stewart v. Hollingsworth, 43 N. W. 536, 538, 78 Iowa 5 V. G. 
L. R. A. 92.) 


Webster defines “security” to be something to be 
given or deposited to make certain the fulfillment of 
an obligation; the observance of a provision for the 
fulfillment of a debt. He also says it may mean any 
evidence of a debt. (Jn re Sloan’s Estate {Pa.] 2 Del. 
Co. R. 309, 310.) 

A charge conferring on a savings institution the 
power to invest deposits made with it in public stocks 
or other “securities” is held to authorize the lending 
upon bills, bonds, notes and mortgages, as well as 
stocks, and also the power of making loans by way 
of discount. (Duncan v. Maryland Sav. Inst. [Md.] 
10 Gill & J. 299, 308.) 

Where a bank’s charter permits it to purchase secur- 
ities of every kind, certificates of stock are not securi- 
ties, within the meaning of this provision, nor such as 
the word imports in commercial or banking phraseol- 
ogy. “Securities,” as here used, means notes, bills of 
exchange and bonds; in other words, evidences of debt, 
promises to pay money. (Bank of Commerce v. Hart, 
55 N. W. 631, 20 L. R. A. 780.) 

Bills of exchange, bonds for the payment of money, 
and promissory notes are, in the popular acceptation of 


the term “securities for money.” (Jennings v. Davis, 
31 Conn. 134, 139.) 
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Under the above definitions there appears to be little 
question that ordinary promissory notes of a corpora- 
tion would fall under the general definition of “securi- 
ties,” but in practically every reorganization it will be 
feasible to issue a form of obligation which has less 
of the earmarks of an ordinary trade note and which 
more closely resembles a corporate bond. In many 
instances note issues brought out in connection with a 
consolidation or merger will not be secured by specific 
collateral. Consequently they cannot be described ac- 
curately as “secured notes.” However, they should be 
styled “gold notes,” “serial notes,” or in similar terms 
connoting the permanency of the issue, as differentiated 
from an ordinary trade obligation. Such notes should 
be issued in even denominations, preferably $500.00 
and $1,000.00 rather than in odd sums. Frequently 
it will not be desirable to issue coupon notes. In this 
event it is suggested that registered notes be issued 
with a provision for transferring ownership by en- 
dorsement on the back thereof. 

In order to give obligations of this character further 
attributes of the ordinary bond, it is suggested that the 
maturity date be fixed at a minimum of five years with 
the reservation that the notes may be called at par or 
some other agreed figure after reasonable notice. 

Referring again to Section 234 (a) (2) of the Act, 
dealing in part with interest on indebtedness incurred 
or continued to purchase securities, it cannot be 
doubted that United States Treasury notes fall within 
the definition of “securities.” It appears to be equally 
clear that an obligation of the type suggested above 
must be included, if the “natural, ordinary and famil- 
iar meaning” of the word “security” is employed. 

It is therefore concluded that even though an ordi- 
nary corporate note would probably be construed by 
the courts as a security under the purview of Section 
203 of the Act, it is advisable, if possible, to invest 
such an issue with as many as possible of the attributes 
of obligations handled by investment bankers in order 
to remove any doubt and to avoid possible litigation. 


Apportionment of Taxes Under | 
Consolidated Returns 
(Continued from page 131) 
limited jurisdiction, to join as parties any taxpayers 
who have not filed appeals. 
Penalties 

Another ‘problem which may arise relates to the 
apportionment of penalties and, strangely, there are 
apparently no rulings or decisions on this point. In 
the case of delinquency in the payment of tax each 
member should, in the absence of an agreement to the 
contrary, be responsible only for the taxes properly 
assessable to it. Since each company is a separate 
taxpayer, the delinquency in payment by one should 
afford no ground for penalties to the others. With 
regard to penalties for filing “false and fraudulent 
returns,” the Commissioner would probably contend 
that the return is joint and fraud in any part vitiates 
the whole, and accordingly that penalties could be im- 
posed on all the companies even though only one had 
misstated its accounts. It is submitted, however, that 
any afhliated company which could prove satisfactorily 
that it was in no sense responsible for and had no 
knowledge of the falsity or fraud, would have a fair 
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chance of defeating such penalties on its “deficiency” 
in court or before the Board. 

The same question might be raised in the pleas of 
the statute of limitations by an affiliated corporation 
where the Department claims that the original return 
was false or fraudulent in some respect for which it 
was not responsible. The Board and the courts have 
held that erroneously filing separate or consolidated 
returns in good faith does not render the returns 
“false or fraudulent” and thereby toll the statute of 
limitations. See Appeal of F. A. Hall Co., 3 B. T. A. 
1172; United States v. Whyel, 19 Fed. (2d) 260. 


The Proposed Revenue Act of 1928 
Facing these problems, among others, and fearing 
that it may have considerable amounts of additional 
taxes on consolidated returns barred because of its 
failure to follow the exact provisions of the various 
acts, the Department has, as usual, appealed to Con- 
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gress for the assistance which it probably could not inclusive, or with which it was affiliated for 1921 or any 
obtain in the courts. previous year. 

Section 141 (f) of the proposed Revenue Act of Under the above provision, the Commissioner 
1928, as passed by thé House, provides that if a would, in substance, by mailing a notice of deficiency 
notice of deficiency for 1927 and 1928 is mailed to a under the 1926 or 1928 Act to any corporation whose 
corporation, the suspension of the running of the taxes would be determinable on a consolidated return, 
statute of limitations shall apply in the case of corpo- automatically suspend the statute of limitations as to the 
rations with which such corporations made a consoli- other affiliated corporations. 
dated return for such taxable year. Section 501 It should be noted, however, that the proposed pro- 
amends Section 240 of the Revenue Act of 1926 visions expressly are not applicable to cases where the 
and provides that where a notice of deficiency has period of limitations has expired prior to the enact- 
been mailed to a corporation, the suspension of the ment of the 1928 Act. Accordingly, they will not 
running of the statute of limitations shall apply in the affect many of the cases now in controversy nor dis- 
cases of corporations with which it made a consoli- turb the general principles laid down by the Tax Board 


dated return for any of the taxable years 1922 to 1926, in many well-reasoned decisions. 
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